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BRIEF OF SECURITIES AND EXCHANGE COMMISSION, 
APPELLANT 


JURISDICTIONAL STATEMENT 


The Securities and Exchange Commission (‘‘the 
Commission’’), appellant herein, filed its amended 
complaint in the United States District Court for the 
Northern District of California, Southern Division, 
pursuant to Sections 36, 42 (e) and 44 of the Invest- 
ment Company Act of 1940 (‘‘the Act’’), 15 U.S. C. 
80a-35, 41 (e) and 43 (R. 3-48). Appellees, defend- 
ants below, filed a motion to dismiss the amended 
complaint for failure to state a cause of action, and 
in support thereof filed nine affidavits (R. 52-88). 
The Commission opposed the motion and filed coun- 
ter-affidavits (R. 97-140). On December 4, 1956, the 

(1) 
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District Court dismissed the amended complaint (R. 
151-152). 

The Commission filed its notice of appeal on Jan- 
uary 24, 1957, pursuant to Rule 73 (a) of the Federal 
Rules of Civil Procedure (R. 152-153). The juris- 
diction of this Court is invoked under Section 44 of 
the Act, 15 U. S. C. 80a-48, and 28 U. 8. C. 1291 and 
1294 (1). 

STATUTE AND RULE INVOLVED 

The pertinent provisions of the Investment Com- 
pany Act of 1940 and of Regulation X-14 are set 
forth in Appendix A, pp. la—l6a, enfra. 

The Commission is charged with the responsibility 
of administering and enforcing the Investment Com- 
pany Act of 1940. This statute was enacted by the 
Congress after an extensive investigation by the Com- 
mission into the structure, operation and management 
of investment companies. ‘The Commission’s investi- 
gation was made pursuant to Section 30 of the Public 
Utility Holding Company Act of 19385 (15 U. S. C. 
79dd). 

The Investment Company Act provides for compre- 
hensive regulation of investment companies. It ap- 
plies to all types and classifications of investment 
companies, as indicated in Sections 4and 5. Subjects 
to certain exemptions and exceptions, investment com- 
panies must register with the Commission pursuant 
to Section 8 (a). Section 9 (a) makes certain per- 
sons (including companies) ineligible to serve as di- 
rectors, officers, investment advisers or principal 
underwriters. Section 10 regulates affiliations of di- 


3 

rectors, and imposes limitations and prohibitions upon 
transactions with the investment company when cer- 
tain affiliations exist (pp. 37-89, infra). Section 17 
regulates certain transactions between registered in- 
vestment companies and their affiliates and principal 
underwriters. Section 18 includes provisions relating 
to the capital structure of investment companies, asset 
coverage for senior securities, and protective provi- 
sions for public investors. 

Section 15 (a) requires that the investment ad- 
visory contract must be approved initially by a vote 
of the investors or their board of directors. A vote is 
also required for the annual renewal of the contract. 
The contract is non-assignable and is automatically 
terminated upon assignment by the investment ad- 
viser. Section 15 (b) contains substantially similar 
provisions with respect to the principal underwriting 
contract. Section 36 provides for the judicial 
removal of an investment adviser or principal under- 
writer where, in an action by the Commission, it is 
determined that such investment adviser or principal 
underwriter is guilty of ‘‘gross misconduct or gross 
abuse of trust’? in respect of the registered invest- 
ment company. 

STATEMENT OF THE CASE 
The Trust Fund and its management 

The Trust Fund Sponsored by Insurance Securities 
Incorporated (‘‘Trust Fund’’) was organized under 
California law pursuant to a Trust Agreement dated 
July 1, 1938. Its principal office is located in Oak- 
land, California. It is an open-end diversified man- 
agement company within the meaning of Sections 4 
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and 5, and it is registered as such pursuant to Sec- 
tion 8 (a)." 

The Trust Fund derives its capital funds from the 
eontinuous offerings to public investors of Participa- 
tion Agreements. Such participations are sold either 
pursuant to a plan providing for a single payment of 
$1,000 or more, or under a periodic payment plan 
with monthly minimum payments of $10 over a 10- 
year period and a minimum investment of $1,200. 
The payments, after a deduction of applicable 
charges, are invested in stocks of various imsurance 
companies. Since the Trust Fund is an open-end com- 
pany, its Participation Agreements are subjeet to re- 
demption at the option of the investor upon terms 
specified in the Agreement. As of December 31, 1955, 
the net assets of the Trust Fund amounted to about 
$215,000,000 (R. 5-6). 

The investors in the Trust Fund have no general 
voting rights. The Trust Agreement provides, as re- 
quired by Section 15 of the Act, that the Trust Fund’s 
investment advisory and principal underwriting con- 
tracts must be approved annually by the board of 


*Section 5 (a) (1) defines an “open-end company” as “a 
management company which is offering for sale or has out- 
standing any redeemable security of which it is the issuer.” 

A diversified company means “a management company which 
meets the following requirements: At least 75 per centum of the 
value of its total assets is represented by cash and cash items 
(including receivables), Government securities, securities of 
other investment companies, and other securities for the pur- 
poses of this calculation limited in respect of any one issuer to 
an amount not greater in value than 5 per centum of the value 
of the total assets of such management company and to not 
more than 10 per centum of the outstanding voting securities 
of such issuer.” (Section 5 (b) (1).) 
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directors or by a vote of investors representing a nia- 
jority of investment units of the Trust Fund. Under 
the Trust Agreement, as also required by Section 15 
of the Act, an assignment of the contract to serve as 
investment adviser or as principal underwriter auto- 
matically terminates such contract (R. 6-7). 

The Trust Fund, like many other funds, has no of- 
ficers of its own and, until some time after the filing 
of the Commission’s complaint, it had no board of 
directors. Since its organization in 1938, manage- 
ment functions for the Trust Fund have been per- 
formed by Insurance Securities Incorporated 
(“ISI’’) (referred to by the court below as ‘‘Service 
Company’’). ISI was organized contemporaneously 
with the Trust Fund, and has been its sponsor, man- 
ager, and investment adviser as well as its prineipal un- 
derwriter (R. 46). ISI has no other business (R. 
5). ISI receives a ‘‘creation fee’’, or sales load, for 
the sale of Participation Agreements, in addition to 
annual management and advisory fees. For 1953- 
1955, the three-year period prior to the filing of this 
action, ISI’s fees were (R. 6): 


1953 1954 1955 
( DCTGI (ORES Es ee ee $1, 847, 948 | $2,960,222 | $4,354, 300 
Administrative fees _..._.._ Be a 2 ee I eS eee aes 165, 432 224, 452 276, 724 
BE ORVECC SWNT oon meme er oe dk. eo cee oe cece: 97, 687 134, 009 166, 357 
OWE omen el rr 710 884 1,126 
OCA nee eee ee eas oa eee ace re peer eeeeecesccacese 2,111,777 | 3,319, 567 4, 798, 507 


2 Section 2 (a) (4) of the Act broadly defines the term “as- 
signment” to include “any direct or indirect transfer * * * of 
a contract * * * by the assignor, or of a controlling block of 
the assignor’s outstanding voting securities by a security holder 
of the assignor.” 
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As of January 1956, ISI had outstanding 166 
shares of capital stock, $100 par value. Effective 
June 29, 1956, this stock was split into 166,000 shares, 
10¢ par value. For convenience the transactions 
hereinafter described will give effect to this stock- 
split, except as otherwise indicated. As of June 30, 
1956, ISI had total assets, per books, of $1,127,114. 
Stockholders’ equity was $300,488, or $1.81 per share 
(R. 7, 16-17). 

Since its issuance in 1938 and thereafter, the stock 
of ISI has been closely held. As of January 1956, 
and for years prior thereto, the four individual de- 
fendants, Abe P. Leach, Ossian E. Carr, Arthur J. 
Lonergan and Roy A. Haight, directors and officers 
of ISI, each owned 30,000 shares, or in the aggregate 
72.6% of the total shares outstanding. The balance 
of the outstanding shares (27.4%) was owned by five 
other individuals (R. 7-8). 


The sale of control of ISI 


The Commission’s amended complaint alleges that 
on or about February 1, 1956, Abe P. Leach, Ossian 
K. Carr, Arthur J. Lonergan and Roy A. Haight 
(hereinafter sometimes referred to as ‘‘director-de- 
fendants’’), acting either alone or in concert with 
others, embarked upon a plan to sell their controlling 
stock interest to a small group of purchasers. The 
sales were arranged through Kaiser & Co., an invest- 
ment banker in San Francisco, California. The total 
shares of ISI capital stock sold to the purchasers 
hetween February and July 1956 amounted to 88,000 
shares, or 53% of the total shares outstanding (R. 8). 
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Of these, 68,000 shares were sold by the director-de- 
fendants as follows (R. 8-9): 


Shares Shares 
OCC Se 29,000 Lonergan____--~-...---------- 13, 000 
at rr ee 137000" Height... -.....-<2-.-- 13, 000 


The price paid for the stock was $50 per share, al- 
though the net asset value of the ISI stock as of June 
30, 1956, was only $1.81 per share (R. 9). For its 
services, Kaiser & Co. received a beneficial interest in 
the stock (R. 59-61). 

While the successive transactions were separate in 
form, it appears that the sales and purchases of the ISI 
stock were, as alleged in the complaint (R. 8), inter- 
related, and in sum constituted a transfer of control 
within the definition of Section 2 (a) (9) of the Act.’ 
The first block, sold in February 1956, amounted to 40 
shares (40,000 shares after the 1,000 to 1 stock-split), or 
24.09% of the outstanding ISI stock, of which the four 
director-defendants supplied 8 shares each (R. 56-57, 
107-108). In May, 32 shares were sold, the four di- 
rector-defendants supplying 5 shares each (R. 57-88, 
108-109). In July, 16,000 shares (after the stock-split) 
were sold, all supplied by Mr. Leach (R. 59). The sales 
by these individual defendants thus accounted for 
about 40% of the outstanding ISI shares. The bal- 
ance of approximately 13% was acquired from four 
other stockholders (R. 9, 58). 

The possible sale of ISI stock was first brought to the 
attention of the Commission’s staff in September 1955 
by Mr. Elwood Murphey, a director of ISI and counsel 
for ISI, and Mr. William H. Bowen of Pallas, Texas, 


‘Under Section 2 (a) (9), 25% or more of the voting stock 
of a company constitutes presumptive control. 


8 


now a director of ISI. It was represented that the pro- 
posed sale was occasioned by the contemplated retire- 
ment of Messrs. Leach and Carr, two of the defendants 
who held 36.4% of the ISI stock (R. 117-120). The 
discussion centered about the impact of Section 36 of 
the Act in the light of the Opinion of the Commission’s 
General Counsel made public on May 11, 1942, which 
sets forth as Commission policy the construction of Sec- 
tion 36 now urged by the Commission in this case.‘ 
Since no definitive plan was then indicated to the staff, 
it was suggested that ‘‘if a definite proposal for disposi- 
tion of the stock developed, inquiry should be made to 
the Commission as to whether the proposed program 
would be considered as contravening the principles set 
forth in the 1942 General Counsel Opinion”’ (R. 119). 

No such inquiry was ever made, and the stock sales 
came to the attention of the Commission’s staff on July 
2, 1956, when ISI filed its preliminary proxy solici- 
tation material with the Commission (R. 97-98), and 
when the sale of all but 16,000 of the ISI shares had 
been consummated. Some months previously the pos- 
sible sale of the ISI stock had been the subject of 
correspondence with Mr. Leland M. Kaiser, who has 
since become the president and a director of ISI and 
a director of the Trust Fund (R. 8, 55, 128-135, 141). 
In his letter to a member of the Commission, dated 
October 3, 1955, Mr. Kaiser disagreed with the Com- 
mission’s interpretation of Section 36 and suggested 
that in the disposition of stock control in an invest- 
ment adviser it would be better if control were re- 


* The Opinion is published as Investment Company Act Release 
No. 354 (R. 124-198). 
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tained ‘“‘in a relatively few hands, rather than the 
widespread holding of such stock” (R. 181). 

Shortly before the February purchases of 40 shares, 
Kaiser & Co. wrote to Mr. Murchison, Dallas, Texas: 
“Tt seems preferable to purchase the shares in blocks of 
10 each in 4 separate, unrelated accounts, although this 
is not necessary.”’ (R. 106-107, 112) ; and the acquisi- 
tion of these shares was thus executed (R. 57, 106-107). 
The second block of ISI stock purchased in May from 
the director-defendants appears to have been acquired 
pursuant to a written option, dated March 27, 1956. 
A specimen copy of an option of the same date specifi- 
eally provides that it was subject to the condition that 
at least 75% of the optioned shares must be distributed 
in such manner that no purchaser shall, as a result, 
‘“‘hold individually a beneficial interest in, or right to 
vote more than, 2434% of the voting shares’’ of ISI (R. 
110) ; and the contract with My. Leach, dated July 7, 
1956, for the sale of 16,000 shares contained the same 
condition (R. 67). All of these commitments were 
duly carried out: 10,000 ISI shares were sold to each 
of three companies controlled by Murchison Bros., 
Dallas, Texas; 37,000 shares to Mr. D. D. Harrington, 
Amarillo, Texas; and 21,000 shares to Richardson & 
Bass, a partnership, Fort Worth, Texas (R. 56-59). 
The Richardson & Bass purchase was subsequently 
divided, 10,000 shares going to Mr. Bass, and 11,000 
shares to My. Richardson (R. 59). 

While majority stock control was not acquired until 
later, some management prerogatives were assumed 


with the first acquisition. A few days after the Feb- 
432971—_57——_2 
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ruary purchases, Messrs. Bowen and Kaiser were 
elected directors of ISI; and Mr. Kaiser was also 
elected vice-president (R. 37). Mr. Kaiser has since 
become, and still is, president and a director of ISI 
(R. 34, 55), and he now is also a director of the Trust 
Fund (R. 141). Their election as directors and officers 
of ISI appears to have taken place pursuant to letter 
agreements dated February 17, 1956, addressed by Mr. 
Kaiser to Messrs. Leach, Haight and Lonergan, and 
under which Kaiser & Co. exereised options to pur- 
chase from each of them 8 shares of ISI stock. These 
letters set forth several conditions upon which the 
options were being exercised, committing each of the 
sellers, as long as he was a director or stockholder of 
ISI, to exert his best efforts (1) to have Messrs. 
Kaiser and Bowen elected directors of ISI; (2) to 
have Mr. Kaiser employed on a part-time basis as 
vice-president and member of the executive committee 
at an annual salary of $24,000 for a period of one 
and one-half years; and (3) to maintain the present 
dividend policy of ISI (R. 107-108). It was also 
provided that, for a period of three years ot such 
other period as might be mutually agreeable, each of 
the sellers would vote salary increases ‘‘for only such 
officers or employees of the company [ISI] as do not 
presently occupy the four principal and highest salary 
positions of President, Vice-President and Treasurer, 
Seeretary, and Vice-President of the company 
[IST]’”’ CR. 108). It seems that at that time the oe- 
cupants of these positions were the four director-de- 
fendants (R. 38) and that these limitations would not 
he applicable to Mir. Kaiser who was elected vice- 
president a few days later (R. 37). 
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The solicitation of proxies 


On July 17, 1956, shortly after the stock transac- 
tions previously described, ISI commenced the solici- 
tation of proxies for a meeting of investors in the 
Trust Fund scheduled for August 15, 1956. The cost 
of the solicitation was paid for by ISI (R. 10-12, 21). 
The purpose of the meeting was to vote on several 
proposals formulated by ISI. Among these were the 
proposals for the reinstatement of the investment ad- 
visory and principal underwriting contracts between 
ISI and the Trust Fund (R. 28-32, 44, 46). The 
proxy soliciting material represented that ISI ‘‘is ad- 
vised’”’ that the ‘‘change in majority ownership” of 
ISI stock ‘‘may be considered an assignment’’ of these 
contracts and that such assignment may have had ‘‘the 
technical effect” of terminating the contracts (R. 21, 
33). Investors were urged to act favorably on these 
and other proposals (R. 42, 46). The proxy material 
did not disclose the details of the transactions that led 
to the change in control of ISI. Nor were investors 
told of the net asset value of the ISI stock and the 
price the director-defendants were paid for their 
stock. 

Another proposal submitted to investors in the 
Trust Fund was the creation of a board of directors 
for the Trust Fund to consist of seven members. The 
nominees for the board, chosen by the ISI manage- 
ment, were all directors of ISI, and included Messrs. 
Leach and Haight. It was proposed that upon election 
of the seven nominees, four would resign from the ISI 
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board (R. 25).* In view of the filing of the Commis- 
sion’s complaint and an order of the court, as more 
fully described below, two other directors of ISI were 
substituted for Messrs. Leach and Haight. (R. 141). 


The proceedings in the court below 


In substance the Commission’s amended complaint, 
filed on August 13, 1956, alleges that the payment for 
stock control at $50 per share, as against net asset 
value of $1.81 per share, represented no payment for 
any asset or assets owned by ISI; that the purchase 
price reflected the value of the perquisites and 
emoluments which ISI derives in the form of substan- 
tial fees from the Trust Fund under the investment 
advisory and principal underwriting contracts which 
under the Act are not assignable; and that the value 
attached to such contracts, being an asset of the Trust 
Fund, equitably belongs to the Trust Fund. The ag- 
eregate price for the total shares sold was approxi- 
mately $4,240,720 in excess of their net book value. 
For the 68,000 shares sold by the diector-defendants, 
the excess over net asset value was about $3,277,000. 
For appropriating such pecuniary advantages to their 
own account and benefit and for profiting from their 
fiduciary relationship to the Trust Fund, the director- 
defendants and ISI, it is alleged, are guilty of gross 
misconduct and gross abuse of trust within the mean- 

‘Such resignations, we assume, were intended to meet the 
requirements of Section 10 (a), which provides that at least 
40% of the board of a registered investment company shall 
consist of members who are not affiliated with the investment 


adviser. Under Section 2 (a) (3), the term “affiliate” includes 
a director. 
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ing of Section 36 of the Act. As a second cause of 
action, the complaint alleges that the proxy material 
sent to investors in the Trust Fund was false and mis- 
leading, as more fully discussed below. 

The amended complaint sought, inter alia, a perma- 
nent injunction to restrain the director-defendants 
from serving as officers and directors of ISI and from 
serving and acting as directors of the proposed board 
of directors of the Trust Fund, and ISI from acting 
as Investment adviser and principal underwriter of 
the Trust Fund; and an accounting for the monetary 
benefits which the director-defendants wrongfully and 
inequitably obtained as a consequence of the sale of 
their ISI stock (R. 14-15, 47-48). The complaint 
also sought preliminary relief, principally with respect 
to the use of the proxies at the meeting of the Trust 
Fund scheduled for August 15, 1956 (R. 14-15). 

On August 14, 1956, the Commission brought on for 
hearing its motion for a preliminary injunction to re- 
strain use of the proxies received from investors in 
the Trust Fund. On the same day, the defendants 
tendered in open court an undertaking to refrain, 
pending further order of the court, from voting the 
proxies in respect of the proposed reinstatement of 
the investment advisory and principal underwriting 
contracts and the proposed election of Abe P. Leach 
and Roy A. Haight as members of a Board of Trustees 
(or Board of Directors) to be created for the Trust 
Fund. The court below, upon stipulation of the par- 
ties, thereupon entered an Interlocutory Order, dated 
August 14, 1956, approving the undertaking and di- 
recting the defendants to comply therewith, and con- 
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tinuing the Commission’s application for a prelimi- 
nary injunction to September 7, 1956 (R. 48-49). 

On August 24, 1956, the defendants below filed mo- 
tions to dismiss each of the causes of action set forth 
in the Commission’s amended complaint for failure to 
state any claim for relief. The defendants also filed 
nine affidavits (R. 52-88). The notice expressly states 
that the motions to dismiss were based on all pleadings 
and papers on file, including the affidavits (R. 53).° 
These affidavits were also submitted in support of 
their motion to dissolve the Interlocutory Order of 
August 14, 1956, and in opposition to the Commis- 
sion’s motion for a preliminary injunction (R. 53). 
The Commission opposed these motions and filed coun- 
ter-affidavits (R. 96-140). 

On August 30, 1956, by agreement of the parties, the 
court below entered a Second Interlocutory Order pur- 
suant to which the Order of August 14, 1956, was dis- 
solved and the Commission’s request for a preliminary 
injunction was withdrawn. This Order expressly re- 
served jurisdiction to grant any and all relief sought 
in the amended complaint, if it is finally determined 
that the Commission was entitled to judgment, includ- 
ing such relief as the Commission may be entitled with 
respect to the use of the proxies of investors in the 
Trust Fund regarding the reinstatement of the invest- 
ment advisory and principal underwriting contracts. 
The Order further provided that, pending a final de- 


* A supplemental affidavit was filed by appellees on November 
13, 1956 (R. 140-142). 
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termination in this action, the director-defendants 
shall not be elected or otherwise serve as members of 
the newly created board of directors of the Trust 
Fund, and shall not sell, or engage to sell, their re- 
maining stock interests in ISI. Pending a final deci- 
sion, the Order also restrained the payment of divi- 
dends on the ISI stock held directly or indirectly by 
the director-defendants, and any increase in the re- 
muneration of the director-defendants, and other di- 
rectors of ISI, subject to certain qualifications not 
here material (R. 93-95). The defendants’ motions 
were continued to November 2, 1956, and, by a Minute 
Order entered on October 1, 1956, the hearing thereon 
was continued to November 16, 1956 (R. 95, 164). 

On November 29, 1956, the court below issued its 
opinion granting defendants’ motions to dismiss the 
amended complaint for failure to allege a cause of 
action under Section 36 of the Act (R. 142-150).’ 
The court below did not decide the question of the 
violation of the proxy rules as alleged in the second 
cause of action, since by the terms of the complaint, 
this cause of action was dependent upon the first (R. 
150). An order was entered on December 4, 1956, dis- 
missing the complaint and dissolving the Second In- 
terlocutory Order of August 30, 1956 (R. 151-152). 
This appeal followed (R. 152-153). 


SPECIFICATION OF ERRORS 


In dismissing the Commission’s amended complaint 
for failure to state a cause of action under Section 36, 
the court below erred because— 


"The opinion of the court is published at 146 F. Supp. 776. 
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(1) it failed to rule that, on the facts alleged, the 
sales were a gross abuse of trust under the fiduciary 
standards of Section 36 and the policy underlying 
Section 15; 

(2) it improperly construed the voting require- 
ments under Section 15 as a substitute for the fidu- 
ciary standards incorporated in Section 36; 

(3) it did not rule that, as alleged in the amended 
complaint, appellees are persons subject to the sanc- 
tions preseribed in Section 36; 

(4) it did not rule that, as alleged in the amended 
complaint, the proxy solicitation violated Rule X— 
14A-9 of the Commission’s Proxy Rules. 


SUMMARY OF ARGUMENT 


It is econeeded that ISI is the sponsor, manager, 
and investment adviser of the Trust Fund, as well as 
its principal underwriter; that ISI has no other busi- 
ness; and that the fees from the Trust Fund are the 
sole souree of ISI’s income. Since its organization in 
1938, the Trust Fund has had no independent manage- 
ment of its own and ISI has performed all essential 
management funetions for the Trust Fund. ISI 
clearly stood in a fiduciary relationship to the Trust 
Fund; and directors and officers, who are also con- 
trolling stockholders of ISI, stood in a like fiduciary 
relationship. As such, ISI and its directors and offi- 
cers were under an affirmative duty to exercise their 
fiduciary responsibilities for the benefit of the Trust 
Fund and its publie investors. Neither ISI nor its 
directors and officers could exploit their position for 
their personal gain. By the same token, the directors 
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and officers of ISI could not accomplish these same 
results indirectly through a sale of their controlling 
stock interest in ISI or otherwise. 


I 


(a) Section 36 authorizes the Commission to insti- 
tute an action for temporary or permanent injunc- 
tion to restrain for ‘‘gross misconduct or gross abuse 
of trust’’ a director, officer, investment adviser or 
principal underwriter of a registered investment com- 
pany from continuing to act im any of these 
capacities. Section 36 derives its meaning from his- 
toric equitable principles which are incorporated 
therein and from the statutory purposes and policies 


of the Act. 
The purpose of Section 36 and of other related 


provisions is to enforce fiduciary standards with 
respect to the management of investment companies, 
including their investment advisers and principal un- 
derwriters. This is one of the main themes of the 
Act, since, as the Congress found, investment com- 
panies, by reason of their liquidity and the market- 
ability of their portfolio securities, had been partic- 
ularly susceptible of abuse. One of the major abuses 
stemmed from the management contract which was 
not only a lucrative source of income but also an 
instrument of control and, as such, was the subject 
of indiscriminate trading by and for the benefit of 
management. Prior to the adoption of the Act, as 
the House Report states, there was ‘‘nothing to pre- 
vent irresponsible individuals and even individuals 
actually convicted of, or enjoined by the courts for, 
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ISV’s fiduciary arrangements with the Trust Fund, 
and the selection of a successor rested exclusively with 
the Trust Fund and its investors under Section 165. 
To the extent that a purchaser was willing to pay a 
substantial sum for the privilege of succeeding to the 
contracts, those in control of ISI and im a strategic 
position to dictate or influence the course of the suc- 
cession could not appropriate that opportunity for 
their own benefit. Under equitable principles ‘‘the 
responsibility of the fiduciary is not limited to a 
proper regard for the tangible balance sheet assets 
of the corporation, but includes the dedication of his 
uncorrupted business judgment for the sole benefit of 
the corporation, in any dealings which may adversely 
affect it’’, and the receipt of substantial payments for 
the succession in this case is inconsistent with ‘‘the 
necessary undivided loyalty owned by the fiduciary to 
his principal”, Perlman v. Feldmann, 219 F. 2d 173, 
176. It is also incontestable doctrine that a fiduciary, 
while he may resign at will, may not accept payment 
from one who wishes to succeed to his position (see 
pp. 56-64, infra). We submit that all of these doc- 
trines were incorporated by the Congress into Section 
36 and should be enforced by a court when its equi- 
table jurisdiction is invoked thereunder. 


II 


Though apparently assuming the fiduciary relation- 
ship between ISI and the Trust Fund, the court below 
concluded that the enforcement of equitable principles 
under Section 36, as urged herein, is neither necessary 
nor appropriate to eliminate the widespread abuses 
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that had resulted from trading in these fiduciary con- 
tracts. The court held that the Congress had provided 
a built-in remedy, namely, the termination of the 
agreements upon sale of stock control of ISI, thus 
leaving it to investors in the Trust Fund to determine 
by a majority vote whether to enter into new con- 
tracts with ISI under different control or with some 
other service company. 

Courts of equity have never withheld relief for 
breach of trust merely because, by effective organiza- 
tion and intelligent use of their voting rights, security 
holders could displace a management not to their lik- 
ing. On the contrary, in response to the growth of 
the modern corporation and its attendant complexities, 
courts of equity have exercised greater vigilance in 
the enforcement of fiduciary responsibilities, and 
equitable remedies have been correspondingly ex- 
panded to meet these developments. The same degree 
of vigilance and perception should be credited to the 
Congress when it directed the courts to enforce fidu- 
ciary standards under Section 36, especially since 
this is a regulatory statute enacted in the public in- 
terest and for the protection of investors. In such 
context, it has been said, ‘‘courts of equity may, and 
frequently do, go much farther both to give and with- 
hold relief in furtherance of the public interest than 
they are accustomed to go when only private interests 
are involved,’’ Virginian Ry. v. System Federation 
No. 40, 300 U. 8. 515, 552 (1937). Under the Act, 
as we have noted, one of the basic purposes was to 
strengthen and raise the level of fiduciary standards, 
not to weaken or lower it. 
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The application of Section 36 as herein urged is 
fully consistent with the provisions of Section 15. In 
casting their vote on any proposed new agreements, 
investors are not called upon to approve or disap- 
prove the sale of stock control of the investment ad- 
viser or of the principal underwriter, or to exonerate 
any wrongful conduet on the part of those who have 
sold such control. Indeed, the responsibility for in- 
voking and enforcing Section 36 has been entrusted 
to the Commission and the courts, not to publie in- 
vestors, and that responsibility cannot be vetoed or 
waived by a vote or the consent of the investors. If 
investors cannot do so by a vote specifically solicited 
or procured for that purpose, it is unreasonable to 
read such a result into Section 15. 

The Commission’s interpretation of Sections 15 and 
36 aids in the achievement of the legislative policy 
to eliminate trading in investment advisory and prin- 
cipal underwriting contracts. Under the interpreta- 
tion of the court below, the abuses of the past may 
recur. Succession to these contracts may once more 
be put on the auction block for sale to the highest 
bidder for the benefit of management, and the pur- 
chasers may be tempted to pursue hazardous or doubt- 
ful policies in order to recoup ag quickly as possible 
the substantial price they paid for stoek control and 
the succession to the agreements. 


BIT 
Appellees argued below that, even if the trans- 
actions were wrongful under Section 36, ISI and the 
individual defendants were not persons subject to the 
sanctions thereunder. Section 36, they argued, ap- 


20 


plied only to an officer or director of an investment 
company, its investment adviser or its principal 
underwriter. They conceded, arguendo, that it would 
be wrong for ISI to sell its fiduciary position of in- 
vestment adviser or principal underwriter, or for di- 
rectors of the Trust Fund to do likewise with respect 
to their office. But, they urged, the alleged misdeeds 
in this case were not committed by ISI but by its 
directors and controlling stockholders, while the 
authors of the offending transactions were not direc- 
tors and officers of the Trust Fund but rather of ISI. 
The court below, having determined that no wrong- 
ful act was committed within Section 36, did not 
reach this question, but it did indicate that if Section 
36 were applicable, defendants would be persons with- 
in the reach of Section 36. 

The policy of the Congress against trading in invest- 
ment advisory and principal underwriting contracts 
cannot be evaded as a consequence of incorporation. 
Investors who invested their money in the Trust Fund 
did not put their faith in an abstract corporate en- 
tity but in professional managers and in the expert 
direction they had undertaken to furnish to the in- 
vestors. If, for convenience or other reasons, the 
managers wished to incorporate, it was their priv- 
ilege to do so. But, in exercising this privilege, they 
did not thereby escape from their self-assumed fiduci- 
ary obligations to the Trust Fund and its investors. 
Had these individuals themselves been serving as in- 
vestment advisers or principal underwriters of the 
Trust Fund, it is conceded that they could not have 
sold the succession to their position without incurring 
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the sanctions of Section 36. They cannot avoid the 
statutory consequences because they committed the 
wrongful act indirectly. It is immaterial whether the 
offending transaction against the Trust Fund was 
committed by the ostensible or official occupants of 
the investment advisory or principal underwriting 
positions or by those who managed or dominated the 
investment adviser and principal underwriter. 

It is familiar doctrine that hability is imposed upon 
a fiduciary who permits or condones activities, detri- 
mental to the trust, committed by those employed to 
assist the fiduciary in managing the trust estate. In 
Mosser v. Darrow, 341 U. S. 267 (1951), the court 
said: ‘‘We think that which the trustee had no right 
to do he had no right to authorize, and that the transac- 
tions were as forbidden for benefit of others as they 
would have been on behalf of the trustee himself”’ 
(341 U. S. at 272). ISI has no proprietary nor in- 
defeasible interest in its investment advisory and 
principal underwriting relationships to the Trust 
Fund. Since ISI, in its corporate capacity, may not 
sell its fiduciary position, 1ts directors and officers can- 
not sell ISI’s fiduciary office for their own benefit as 
majority stockholders. From the point of view of the 
Trust Fund and its investors the dangers inherent in 
the trading of ISI fiduciary relationships are pre- 
cisely the same, whether such trading is endorsed or 
undertaken by every member of the corporate body 
or by the controlling and managing organs of the 
corporation. 

The Commission’s position on this question is sup- 
ported by the provisions of Sections 9 (a) (3) and 15. 
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Moreover, at the time of the sale of stock control 
the individual defendants were directors and officers 
of the Trust Fund. Section 2 (a) (12) defines the 
term “director’’ as including not only a director of a 
corporation but also “any person performing similar 
functions with respect to any organization, whether 
incorporated or unincorporated”. In the instant ease, 
the Trust Fund had no separate management of its 
own at the time, and all policy and management func- 
tions were performed on behalf of the Trust Fund by 
the directors and their associates on the board of ISI. 
They were in fact the directors of the Trust Fund. 


IV. 


The Commission’s amended complaint alleges that 
im the solicitation of proxies for new contracts with 
the Trust Fund, Rule X-14A-9 of the Commission’s 
Proxy Rules was violated. Rule X-14A-9 prohibits 
solicitation of proxies by means of proxy material 
which is false or misleading or which omits to state 
any material facts necessary to make any statement 
in the proxy material not false or misleading. In 
the instant case, it 1s conceded that the Commission’s 
proxy rules were applicable to the solicitation of in- 
vestors in the Trust Fund. It is not denied that the 
proxy material failed to disclose the price received by 
the individual defendants for their ISI stock, the net 
asset value of the ISI stock, and the pecuniary bene- 
fits the individual defendants have obtained as a con- 
sequence of their transfer of stock control. We believe 
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by the court in Aldred Investment Co., v. SHC, 161 
I, 2d 254, 260 (C. A. 1, 1945), certiorari denied, 326 
U.S. 795 (1946), a case which arose under Section 36. 
Accordingly, in construing Section 36, the court, as a 
court of equity, should apply the historie equitable 
principles to their fullest extent, and thus give due 
and proper effect to the statutory measures and poli- 
eies which Section 36 was designed to impliment. 

As indicated in the legislative history, the Act is 
‘“‘the outgrowth of a comprehensive study and investi- 
gation of investment trusts and investment companies 
by the Securities and Exchange Commission pursuant 
to the direction of the Congress.”* The Commis- 
sion’s reports covered every phase of the operations 
of investment companies and their management. 
These reports have been published by the Congress 
in several volumes under the title, SHC Report on the 
Study of Investment Trusts and Investment Com- 
panies.” While the Act as finally enaeted reflected 
a compromise on a number of measures between the 
Commission and the industry, there was unanimous 
agreement that the evils and abuses disclosed in the 
Commission’s reports required intervention through 
Iederal legislation in “the national public interest 
and the interest of investors.’? See Seetions 1 (a) 
and 1 () of the Act. 

The need for Congressional legislation was par- 
ticularly emphasized because of ‘the special character- 
istics of investment companies and investment trusts, 


*H. R. Rep. 2639 on H. R. 10065, 76th Cong., 3d Sess. (1940) 
4 


'°S. Rep. 1775 on 8. 4108, 76th Cong., 3d Sess. (1940) 5-6. 
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which were described as being “in essence institutions 
for the investment of the savings of small investors 
in securities, particularly the common stocks of indus- 
trial and other companies.’’** Because of their com- 
paratively modest means, investors in securities of in- 
vestment companies were generally found to be in- 
capable of effective organization to protect their inter- 
ests. In no small measure the appeal for this type of 
investment has rested on the overall representation 
that investors would fare better by entrusting their 
savings to the experienced and professional manage- 
ment of investment companies. Many trust funds 
have no boards of directors of their own, and their 
policies and operation are under the control and di- 
rection of the sponsor or one or more of the servicing 
agencies of the fund. Hven where investment com- 
panies have their own boards of directors, effective 
control frequently rests in the hands of the invest- 
ment manager, or underwriter company which may 
supply officer personnel and select the directors. In 
the instant case, for example, all of the management 
and service functions were from the very beginning 
performed by ISI, and the members of the newly 
ereated board of directors of the Trust Fund were 
nominees selected by ISI from its own board of 
directors. 

Lhe faith reposed by the investor in the piotes- 
sional management and his vulnerability to exploita- 
tion, were among the reasons that persuaded the 
Congress to adopt appropriate measures designed to 


ae Rep. 2639 on H. Ri 10065, 76th Cong., 3d Soss. 
(1940) 6. 
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directors and to designate the officers, while control of 
the proxy machinery, combined with the natural pres- 
tige of management and aided by the apathy of inves- 
tors, effectively assured the election of the sponsor’s 
nominees. Broad exculpatory clauses were commonly 
inserted in the contracts, and thus minimum respon- 
sibility was joined to maximum power, a conjuncture 
particularly attractive to those who had ulterior de- 
signs upon the investment companies they were seeck- 
ing to control. These concomitant clements of con- 
trol, both tangible and intangible, gave the manage- 
ment contract a value far in excess of its ostensible 
worth, and for the benefits of such control the sponsor 
or management was able to exact a substantial price 
from the purchaser.” Summarizing the matter in its 
report, the Commission stated: ” 

* * * The shift in control was a private nego- 
tiation between the acquiring corporation or 
individual and the retiring management or 
sponsors of the acquired company. 

Such shifts m control were usually advan- 
tageous to the retiring managers. Conse- 
quently, minority stockholders of these com- 
panies were represented in the shift of control 
to the acquiring individual only by sponsors and 
managers who may have been pecuniarily inter- 


* These and other related aspects of the problem are docu- 
mented in detail in SEC Report on Investment Trusts and In- 
vestment Companies, Part III, Abuses and Deficiencies in the 
Organization and Operation of Investment Trusts and Invest- 
ment Companies. pp. 1029-1031, 1078-1094, 1278-1308, 1363- 
1366, 1874-1875, 1876-1888, 1912, 1918-1936, hereinafter referred 
to as “SEC Report.” 

*° SEC Report, pp. 1029-1030, 1089-1090, 1920-1921. 
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ested in aiding, or at least not opposing, the 
objectives of the acquiring corporation or 
individual. 


* * * * * 


In the absence of a substantial stock interest 
in the company, managers of investment com- 
panies held control either because of the inertia 
of stockholders combined with a control of the 
proxy machinery or by means of long-term man- 
agement contracts. To acquire control in these 
situations, the acquiring company purchased the 
management contracts at attractive prices. 
These management contracts usually had been 
taken by the sponsors of investment companies 
prior to the public sale of the company’s securi- 
ties. They were solely the result of self-deal- 
ing upon the part of the sponsors, Usually 
the compensation provided for in these con- 
tracts was an annual fixed percentage of the 
corporate assets, so that the managers were 
assured of revenue whether or not the com- 
pany’s operations were successful. 


* * *% *% *¥ 


* * * Like voting trusts, management con- 
tracts can ereate control without the necessity 
for any financial stake in the enterprise by the 
managers and serve as a means of discouraging 
others who might attempt to acquire sufficient 
voting steck to depose sponsors who have little 
or no stock interest in the investment com- 
pany * * * HWurthermore, the management con- 
tract form of control avoids the necessity for 
offering to the public nonvoting stocks or voting 
trust certificates which, in view of the obvious 
disfranchiscment involved, may be difficult to 
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sell. In addition, the period of duration and 
right of renewal of sueh contraets, are not at 
present regulated by statute. Finally, the 
standard of conduct required of the holder of 
the management contraet can, by provisions in 
the contract, be set at a lower level than that 
whieh would be required by the courts of man- 
aging directors. * * * 

Of 205 management investment companies 
analyzed, 105 had entered into management 
contracts at some time during the period 1927- 
1935 and at December 31, 1935, management 
contracts existed for 68 of such investment com- 
panies. These management contracts provided 
for a variety of management powers, duties, 
services, and accommodations. However, con- 
traetual limitations with reference to the serv- 
iees to be performed by the managers were at 
times minimized by the fact that persons os- 
tensibly employed to provide advisory invest- 
ment services have used loosely phrased pro- 
visions as bases upon which to assume all of the 
management functions. This was particularly 
true where the persons providing management 
also served as officers and directors, by reason 
of the difficulty of segregating their functions. 


Several techniques were employed in the sale of 
management control. In some cases, compensation 
was paid for the direct assignment of the eontract.” 
In other eases, payment for the assignment was re- 
flected in the premium paid in the purchase of blocks 
of the investment eompany’s capital stock held by the 
management.” In still others, when the manager or 


7 SEC Report, pp. 1297-1298. 
* SEC Report, pp. 1929-1932, 2765-2766. 
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sponsor was a corporation, rather than a partnership 
or a sole proprietor, control of the contiact was ob- 
tained by purchasing the stock of the management 
or service company at a substantial price, although 
the stock had little or no asset value apart from the con- 
tract and the incidents of control that went with it.” 
Indeed, by the sale of such stock, no assignment was 
even necessary, since the contract merely continued in 
the name of the corporate manager, the formal party 
to the contract.” These transactions often involved 
other benefits and advantages, depending upon the rel- 
ative bargaining positions of buyer and seller. The 
sponsor-manager might insist on continuing to act as 
broker for the investment company or its successor.” 
In a great many cases, the directors, sponsors, or orig- 
inal distributors of the investment company’s secu- 
rities, agreed to aid in securing stockholders’ approval 
of exchange offers proposed by the new management.” 
The purchasers generally insisted upon the im- 
mediate right to nominate or designate their own 
directors, although to avoid the semblance of an 
abrupt transition, it was sometimes arranged for seri- 
atim resignations by the old board members.” Where 
management was vested in trustees under a voting 
trust, compensation might be offered for the resigna- 

1 SEC Report, pp. 98-101,2767-2768. 

20SEC Report on Investment Trusts and Investment Com- 
panies, Fixed and Semifixed Investment Trusts, p. 39. 

21SEC Report, pp. 1304-1306. 


22 SEC Report, pp. 1299-1300. 
28 SEC Report, pp. 1877-1881. 
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tion of a trustee who could not otherwise be dis- 
lodged.™ 

There is no need to dilate upon the evils and abuses 
involved in these practices. It is elementary that 
such practices are wholly at variance with the funda- 
mental principle that management controls and pre- 
rogatives are powers in trust, and as such are not to 
be bought and sold in the market place as the per- 
sonal effects of the individual managers. It is also 
evident that trading in fiduciary relationships neces- 
sarily involves conflicts of interests which are not 
likely to be resolved in favor of the beneficiaries. 
When trading is tolerated for any length of time, it 
attracts persons with a promotional flare though with- 
out professional qualifications, to the great detriment 
of investment companies, which, because of their high 
liquidity and the marketability of their portfolio, are 
“peculiarly subject to abuse.’?* Prior to the Act, 
investors who bought securities of investment com- 
panies generally had been persuaded to rely on the 
vaunted skill and experience of the sponsor and his 
associates, only to have control over their funds trans- 
ferred to successors they did not choose or even know. 
The new management, forced to pay a substantial 
premium for control, might take the attitude that it 
‘“expected to make it up in management fees 


Kee % Jee 


; or seek other compensating advantages. In 
* SEC Report, pp. 1317-1318. 
*% Aldred Innestment Co. Vv. SEC, 195) HOSUeezooe(C. AG 
1, 1945), certiorari denied, 526 U.S. 795 (1946), 


*TTearines before the Senate Committee on Banking and 
Currency on S. 3580, 76th Cong., 3d Sess. (1940), p. 883. 
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some cases, control was purchased solely for the pur- 


pose of looting the acquired company.” 


(b) Section 36 must be construed in the light of Section 15 and other 
provisions of the Act to impese fiduciary obligations upen the in- 
vestment adviser and principal underwriter 


One of the principal purposes of the Act was to 
make effective the fiduciary responsibilities of the 
investment company’s management. In part, this 
was achieved by provisions designed to prevent or 
control the opportunities for self-dealing in trans- 
actions with or on behalf of the investment company. 
For example, under Section 10 (a) at least 40% of 
the board of directors of a registered investment com- 
pany must consist of persons who are not officers, 
employees or investment advisers of the investment 
company or affiliates thereof.” Section 10 (b) (1) 
prohibits a registered investment company from em- 
ploying as a regular broker a director, officer or em- 
ployee, unless a majority of the board of directors 
is composed of persons not including such director, 
officer or employee; and this prohibition extends also 
to any other person, an affiliate of whom is such di- 
rector, officer or employee. Parallel limitations are 


prescribed in Section 10 (b) (2) and (8) with respect 


27 See, for example, Jnsuranshares Corp. v. Northern Fiscal 
Corp., 35 F. Supp. 22 (i. D. Pa. 1940); Gerdes v. Reynolds. 
o8 N. Y. S. 2d 622 (Sup. Ct. 1941): see also SEC Renort, pp. 
98-107. 

*°'The term “affiliated person” of another person is defined 
in detail in Section 2 (a) (3) and ineludes a person who owns 5% 
or more of the voting securities of such other person; an officer, 
director, or partner; an investment adviser; and, in the case of an 
unincorporated investment company not having a board of 
directors, the depositor. 
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to principal underwriters and investment bankers. 
In the ease of common law trusts or other unin- 
corporated companies, the limitations therein pre- 
seribed are, under Section 10 (h), extended to 
the investment adviser and depositor. In_ the 
case of an open-end investment company, if all 
but one of the members of the board of directors are 
affiliated persons of the investment adviser, the con- 
tract with the investment adviser must include the 
specific restrictions and limitations prescribed in 
Section 10 (d). Under Section 2 (a) (8), an invest- 
ment adviser is an affiliate of the investment company, 
and, accordingly, certain transactions between them 
are subject to Commission scrutiny and review under 
Section 17 (b). The provisions of Section 17 (b) 
apply also to such transactions between a registered 
investment company and its principal underwriter. 
Other provisions of the Act are cast in terms which 
emphasize broader standards of integrity and man- 
agement’s fiduciary responsibilities. Such, for exam- 
ple, is Section 17 (1), which provides that investment 
advisers and principal underwriters cannot be relieved 
of liability for ‘‘willful misfeasance, bad faith or gross 
negligence’ in the performance of their contracts or 
for “reckless disregard’’ of their duties thereunder. 
Such, too, are the provisions of Section 9 (a). Under 
Section 9 (a) (1) a person is barred and disqualified 
from acting as an officer, director, or investment adviser 
for ‘‘reckless disregard’’ of their duties thereunder. 
underwriter for a registered open-end company, if 
within ten years he has been convicted of a crime in- 
volving the purchase and sale of securities. The same 
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disabilities are imposed under Section 9 (a) (2) upon 
any person ‘‘who, by reason of any misconduct, is 
permanently or temporarily enjoined by order, judg- 
ment, or decree of any court of competent jurisdiction 
from acting as an underwriter, broker, dealer, or in- 
vestment adviser * * *.’’ Under Section 25 (c) a 
court, in a suit by the Commission, may enjoin con- 
summation of a plan of reorganization with respect to 
a registered company, if the court finds that the plan 
involves ‘‘gross misconduct or gross abuse of trust’’ on 
the part of the company’s officers, directors, invest- 
ment advisers or other sponsors of the plan. As 
noted above, Section 36 gives a more comprehensive 
range to the management’s fiduciary status, and pro- 
vides for the removal of any officer, director, invest- 
ment adviser or principal underwriter for any act or 
transaction which the court determines to constitute 
‘‘eross misconduct or gross abuse of trust’’ with 
respect to the registered investment company. 

Particularly germane in the latter connection are 
the provisions of Section 15, which are specifically 
concerned with the investment advisory and principal 
underwriting agreements—their approval, their dura- 
tion, their renewal and termination, and their non- 
assignability. Section 15 (a), which deals with in- 
vestment advisory contracts executed after March 15, 
1940, provides in pertinent part: ” 

Under Section 15 (d), an investment advisory contract in 
effect prior to March 15, 1940, may continue for a maximum of 
five years unless sooner terminated by assignment or otherwise, 
and a new contract is executed in accordance wi‘*: the statutory 


provisions. After March 15, 1945, such contract., must conform 
to the requirements of Section 15. 


40 


* * * it shall be unlawful for any person to 
serve or act as investment adviser of a regis- 
tered investment company, except pursuant to a 
written contract, which contract, whether with 
such registered company or with an investment 
adviser of such registered company, * * * has 
been approved by the vote of a majority of the 
outstanding voting securities of such registered 
company and—* * * 

(2) shall continue in effect for a period more 
than two years from the date of its execution, 
only so long as such continuance is specifically 
approved at least annually by the board of di- 
rectors or by vote of a majority of the outstand- 
ing voting securities of such company; 

(3) provides, in substance, that it may he ter- 
minated at any time, without the payment of 
any penalty, by the board of directors of such 
registered company or by vote of a majority of 
the outstanding voting securities of such com- 
pany on not more than sixty days’ written 
notice to the investment adviser; and 

(4) provides, in substanee, for its automatic 
termination in the event of its assignment by 
the investment adviser. 


Under this provision, the investment advisory con- 
tract is no longer regarded as a private arrangement 
to be dictated by the sponsor or promoter; nor are 
long-term contracts permitted. The contract, either 
initially or after termination of a prior contract, must 
be approved hy a majority vote of the outstanding 
securities of the investment company, and it may not 
continue in effect for more than two years unless an- 
nually renewed by such majority, or by the board of 
directors, if any. When it is renewed by the board 
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of directors, the renewal requires, reading Section 15 
(a) (2) with Section 15 (c), a majority vote of the 
directors who are not the investment advisers and as 
such parties to the contract, or affiliated persons of 
any such party; otherwise it can be renewed only by 
a vote of security holders. Under subsection (3) the 
investment advisory agreement may be terminated 
without penalty on sixty days’ notice to the invest- 
ment adviser; and subsection (4) provides that the 
agreement is automatically terminated ‘‘in the event 
of its assignment by the investment adviser.’’ 

Section 15 (b) contains substantially similar pro- 
visions with respect to the principal underwriting 
agreement. It provides in pertinent part: * 

* * * it shall be unlawful for any principal 
underwriter for a registered open-end company 
to offer for sale, seH, or deliver after sale any 
security of which such company is the issuer, 
except pursuant to a written contract with such 
company, which contract * * * 

(1) shall continue in effect for a period more 
than two vears from the date of its execution, 
only so long as such continuance is specifically 
approved at least annually by the board of di- 
rectors or by vote of a majority of the out- 
standing voting securities of such company; 
and 

(2) provides, in substance, for its automatic 
termination in the event of its assignment by 
such underwriter. 

The initial or the new agreement with the principal 
underwriter must be approved either by the board of 

* Section 15 (d), note 29, supra, applies also to the principal 


underwriting contract. 
432971574 
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directors of the investment company or by a vote of 
the outstanding securities of the investment company 
in accordance with the conditions prescribed in Sec- 
tion 15 (c). Annual renewals thereof, as provided 
in subsection (1), eall for the same procedures as 
those preseribed with respect to the investment ad- 
visory agreement under Section 15 (a) (2); and the 
principal underwriting agreement is automatically 
terminated upon its assignment.” 

It should be noted that the term ‘‘assignment’’ in 
Sections 15 (a) (4) and 15 (b) (2) is not to be taken 
in its ordinary or more obvious meaning. In its 
statutory context, as defined in Section 2 (a) (4), it has 
a broader meaning. It includes any ‘‘direct or indi- 
rect’’ transfer. Also included is an ‘‘hypothecation’’ 
of the contract, for the reason that, when such con- 
tract is pledged, the character of its performance 
might be influenced by the investment adviser’s or 
principal underwriter’s commitments to the pledgee 
instead of solely by his fiduciary obligations to the 
investment company. It includes also transactions 

It is not disputed that, as alleged in the complaint (R. 6- 
7), the principal underwriting and investment advisory con- 
tracts between ISI and the Trust Fund are subject to Section 
15. Though initiated about 1938, they have long since been 
amended to conform with the provisions of Section 15. Since 
the Trust Fund has had no management of its own, annual 
renewals of these agreements have been submitted to a vote of 
investors in the Trust Fund. With the creation of a board of 
directors for the Trust Fund in September 1956, annual re- 
newals under Section 15 may now be approved by the board of 
directors (R. 26). It was on the assumption, though not 
conceded, that the sale of the ISI stock had terminated these 


agreements that ISI solicited proxies of the investors in the 
Trust Fund and urged approval of new contracts (R. 21). 
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that conventionally would not be considered as in- 
volving a sale or transfer. An assignment is deemed 
to take place even when the critical event is an act 
of God. For Section 2 (a) (4) excludes from 
the definition ‘‘an assignment of partnership in- 
terests incidental to the death * * * of a mi- 
nority of the members of the partnership having only 
a minority interest in the partnership business.’’ By 
necessary implication an ‘‘assignment’’ of the invest- 
ment advisory and principal underwriting contracts 
takes place upon the death of a partner or partners 
having a majority interest in the partnership. The 
underlying assumption is that in the latter circum- 
stances a realignment in majority control of the mem- 
bers constituting the partnership may substantially 
affect the advisory or underwriting services rendered 
by the partnership. ‘The same statutory consequences 
follow on the withdrawal of a partner or on the ad- 
mission of a new partner. 

The contingency that the investment adviser or 
principal underwriter may be a corporation is like- 
wise provided for in Section 2 (a) (4). The Con- 
gress fully understood that, as disclosed in the Com- 
Mission’s investigation, sponsors and their allies 
might incorporate their professional talents and ren- 
der their services to the investment company 
as agents or officers of the corporation to be engaged 
as the principal underwriter or investment adviser. 
Under such circumstances, actual management of the 
investment company could be effectively trans- 
ferred by selling stock control of the corporate in- 
-vestment adviser or principal underwriter, without 
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the formality of an assignment of the underlying 
eontract. ‘lo obviate this transparent device and 
disregarding, in effect, the separate corporate entity, 
Congress in Section 2 (a) (4) also defined as an 
assignment ‘‘any direct or indirect transfer * * * of 
a controlling block of the assignor’s outstanding vot- 
ing securities ly a security holder of the assignor.”’ 
So defined, and as the court below stated (R. 146), 
the sale of a controlling bloek of ISI stoek by stock- 
holders of ISI constitutes an assignment of the 
Trust Fund’s investment advisory and underwriting 
agreements with ISI, even though in form the sale 
of the stock involved no dealing with or by ISI itself 
or the Trust Fund, and such sale terminates these 
agreements. 

Section 15, as viewed mn terms of Section 2 (a) (4), 
represents a Congressional determination that the 
investment adviser and principal underwriter each 
occupies a fiduciary office in respect of the investment 
company; that his contractual agreement with the 
company constitutes an undertaking of a fiduciary 
character; and that its purported sale or transfer, in 
whatever guise or form, is wholly inconsistent with 
this fiduciary undertaking. As was stated in ex- 
planation of Section 15: 

Here you have a situation where a person 
assumes a fiduciary obligation; he is the man- 
ager of other people’s money. If he is through 
with the job, he ought to go home. However, 
instead of that they take these 10-year con-_ 


tracts which they have the right to assign to 
someone else. 


45 


This provision says that the management 
contract is personal, that it cannot be assigned, 
and that you cannot turn over the management 
of other people’s money to someone else.” 


(c) The decision of the court below is contrary to the policy of the Act 
and equitable principles embodied in Section 36 


In its amended complaint, the Commission alleges 
that the ISI stock was sold at $50 per share, or at an 
aggregate price of $4,400,000 for 88,000 shares, al- 
though its asset value was only $1.81 per share (Rt. 9). 
It is further alleged that the price paid by the pur- 
chasers did ‘not represent the real and actual value”’ 
of the ISI shares; that it “represented no payment for 
any asset or assets owned”’ by ISI; and that it “re- 
flected the value of the perquisities and emoluments”’ 
which ISI derives from its agreements with the Trust 
Fund, which agreements, being nonassignable, are not 
disposable assets of ISI CR. 9-10). In substance, the 
Commission views the transaction as only nominally a 
sale of stock. The unique and substantial “asset”, for 
which the purchasers paid about $4,000,000, is the suc- 
cession to ISI’s contractual and fiduciary arrange- 
ments with the Trust Fund, which ISI and the direc- 
tor-defendants cannot sell either directly or in the 
guise of a premium on ISI stock. 

The court below did not make any determination as 
to the value of the ISI stock, nor apparently did it 
deem it necessary to do so. Viewing the transaction 
merely as a sale of ISI stock and no more, the court 
below concluded that no breach of trust within the 
meaning of Section 36 was, or indeed, could have been 


* Hearings before the Senate Committee on Banking and 
Currency on S. 3580, 76th Cong., 3d Sess. (1940), p. 253. 
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committed. The court held that Section 36 had refer- 
ence to acts of misconduct relating “to obligations re- 
specting the Trust Fund itself’ (R. 148), and that the 
transactions in the ISI stock did not involve assets of 
the Trust Fund or relate to the management of its 
affairs (R. 147). 

We submit that the Commission’s construction of 
the transactions is more realistic. Since the net asset 
value of the ISI stock was only about 3.6% of the 
purchase price, the purchasers were obviously not buy- 
ing merely a proportionate interest in the tangible 
assets of ISI. Further, since from the time of their 
contemporaneous organization, ISI has been engaged 
exclusively in servicing and managing the Trust Fund, 
it is equally clear that the purchasers were not seeking 
control of ISI for the purpose of undertaking other 
and untried ventures. The principal object of the sale 
necessarily was ISI’s strategic position with respect to 
the Trust Fund, the control of which would assure the 
purchasers the continued benefits of the investment 
advisory and principal underwriting arrangements 
with the Trust Fund. Insofar as there may be any 
genuine issue as to the real character of the stock 
transactions, or if appellees may want to urge that the 
stock as such was worth substantially close to $50 per 
share, the Commission is entitled to have these issues 
resolved by a trial on the merits. Surely, they are not 
susceptible of summary disposition on motion. See 
Sartor v. Arkansas Natural Gas Corp., 321 U. 8. 620, 
628-629 (1944). Indeed, if this Court agrees with the 
Commission that, as a matter of law, the sale of the 
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ISI stock must be limited to a price which accords no 
value to the appurtenance of control and ISI’s stra- 
tegic position with respect to the Trust Fund, appel- 
lees, as fiduciaries, have the burden of proving that 
$50 per share was that price. Perlman v. Feldmann, 
219 F. 2d 173, 178 (C. A. 2, 1955), certiorari denied, 
349 U.S. 952 (1955). 

That the character of the transaction should be con- 
sidered in all of its factual dimensions is clearly indi- 
eated by Insuranshares Corp. v. Northern Fiscal 
Corp., 35 F. Supp. 22 (H. D. Pa., 1940). This case 
involved a suit by an investment company against its 
former directors, officers and certain stockholders who 
had sold stock control at a substantial premium to 
purchasers who subsequently looted the company. 
The court held the defendants liable for breach of 
trust. In response to the preliminary contention that 
no wrongful act against the company had been com- 
mitted because the defendants’ dealings with the pur- 
chasers had involved only a sale of stock, the court 
stated (35 EF. Supp. at 24) : 

The defendants have insisted throughout the 
ease that the transfer of December 21, 1937, 
was simply a sale of stock, the passing of con- 
trol being merely a normal concomitant, and 
most of their argument was based upon this 
premise. ‘This view, however, I think is funda- 
mentally wrong. If the whole record be read, 
I do not see how the transaction can be con- 
sidered as anything other than a sale of con- 
trol, to which the stock sale was requisite, but 
nevertheless a secondary matter * * *. The 
buyers were primarily interested in getting 
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control of the corporation together with such 

stock ownership as would make that control 

secure and untrammelled, and the sellers were 

primarily interested in getting as much money 

as possible for what they had to sell—both the 

control and their interest in the assets. 
Likewise, in Benson v. Braun, 286 App. Div. 1098, 
145 N. Y. 8S. 2d 711 (2d Dep’t 1955), the appellate 
court sustained the sufficiency of a complaint which 
charged that fiduciaries had sold control by the sale 
of stock at a price far in excess of its fair value “‘on 
the theory that the said excess was paid for the resig- 
nations, for the election of the purchasers’ nominees, 
and for immediate control of the corporation.’ * 

The court below in this case also construed much 
too narrowly the appheable fiduciary standards. Un- 
der equitable principles, ‘‘the responsibility of the 
fiduciary is not limited to a proper regard for the 
tangible balance sheet assets of the corporation, but 
includes the dedication of his uncorrupted business 
‘judgment for the sole benefit of the corporation, 
in any dealings which may adversely affect it”, 
Perlman v. Feldmann, 219 F. 2d at 176. Since, as 
we urge, the director-defendants here were offered 
and paid $50 per share for their strategic position to 
dictate 01 influence the succession to the investment 
advisory and principal underwriting arrangements 
with the Trust Fund, they, as directors and officers 
and majority stockholders of ISI, could not exploit 
such position for their own account and_ benefit. 

**On remand, the court, after trial, held that the plaintiffs 


had failed to prove the allegations in the complaint. Benson v. 
Braun, 155 N. Y. S. 2d 622 (Sup. Ct. 1956). 
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Under Section 15, the privilege of choosing a suc- 
cessor adviser or underwriter rests with the Trust 
Fund and its investors. If, as in this case, pur- 
chasers were willing to pay substantial sums for 
the opportunity to succeed to the management 
eontracts, those in control of ISI could not 
appropriate that opportunity for themselves, but, as 
fiduciaries, must exercise it for the benefit of the 
investors in the Trust Fund.“ The appropriation of 
that advantage for their own account did ‘‘not be- 
token the necessary undivided loyalty owed by the fi- 
duciary to his principal’’, Perlman v. Feldmann, 219 
F. 2d at 176. 

In ruling that the sale of control of ISI did not 


involve a transaction ‘‘in respect of’’ the Trust Fund, 
the court below overlooked that under Section 15 and 
Section 2 (a) (4), the sale of stock control of ISI is 
regarded as a transaction in the underlying contracts 
as well. The court below also failed to take into ac- 
count the organic relationship subsisting between the 
investment company and its investment adviser. The 
very close link between them is no mere historical for- 
tuity. Nor is it sufficient to say that the advisory 
service is merely important to the investment com- 
pany. It is, in fact, essential. A management in- 
vestment company is more than an inert aggregate 
of portfolio securities. It requires a management, and 
those who are persuaded to buy investment company 

% Cf. Irving Trust Co. v. Deutsch, 73 F. 2d 121 (C. A. 2, 
1934), certiorari denied, 294 U. S. 708 (1935), holding that di- 
rectors, as fiduciaries, may not intercept or appropriate for 


their own account a transaction which should be available for 
the benefit of the corporation. 
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trust, or registered face-amount certificate company.”’ 
The securities of a unit investment trust, like those of 
an open-end company, are by their terms redeemable,” 
while certificates of a registered face-amount company 
are required to provide for a cash surrender value, a 
right akin to redemption.” 

The placing of the investment adviser and principal 
underwriter within the echelon of management should 
not be viewed as a suggestion that they are thereby de- 
nied all autonomy in their affairs. For each, within 
the general domain of its own organization, there may 
be functions and tasks that, as the court below inti- 
mates, lie ‘‘within the area of its own independent 
affairs” (R. 147). But matters that concern its fidu- 
cilary responsibilities to the investment company or 
thet may affect the character of the latter’s operations 
or obligations to its public investors cannot be so char- 
acterized. Clearly, acts and transactions within this 
range of consequences transcend the limits of such 
autonomy. There can be no doubt that, in view of 
Section 15 and the equitable principles which we dis- 
cuss more fully below, the sale of the agreement 
between the investment company and its investment 
adviser or principal underwriter, either directly or in 
the form of a sale of stock control, must likewise be 
beyond these limits. The contrary view adopted by 
the court below in this case reflects its conception that 
involved herein is merely a sale of stock. 

While Section 10 (a) now prescribes the maximum 
permissible number of commen directors or officers 


* See Sections 4 (2) and 5 (a) (1) of the Act. 
%° See Section 28 (d) of the Act. 
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for the investment adviser and the investment com- 
pany, it is clear that, subject to this and other related 
limitations, these affiliations, as indicated in Appen- 
dix B, infra, still continue, and historic origins as 
well as essential operational ties make such affiliations 
both natural and understandable.®” Appendix B also 
indicates that in a substantial number of cases all of 
the fund officers are paid by the investment adviser 
and that only in a relatively few cases is this practice 
either not in force or limited to common officers.* 
Moreover, directors of the fund frequently are nom- 
inees of the adviser or underwriter, who may also 
select its officers and other personnel.” In the in- 
stant case the board of directors for the Trust Fund, 
first established since the filing of this lawsuit, con- 
sists of 7 members, all nominated by the ISI manage- 
ment. All of these 7 previously were members of the 
ISI board, and 4 resigned upon their election pre- 
sumably in order to comply with the provisions of 
Section 10 (a). The responsibilities normally exer- 
cised by officers apparently are still discharged by 
ISI personnel. 

Further, in Appendix C, infra, are listed 150 firms 
serving as investment advisers or principal under- 

“See Appendix B, infra, for data on common affiliations 
with respect to investment advisers and principal underwriters 
for 57 registered open-end investment companies having net 
assets of $25 millions or more. 

As noted on page 5 thereof, the data in this Appendix are 
based upon public information. 

41 See Appendix B, column 9. 

In some cases, the fund may control the adviser or under- 
writer. This is not material for our analysis, which is con- 


cerned with common control or influence. The direction from 
which it emanates is of no consequence. 
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writers, or both, for open-end funds.” Like ISI, 
about 32% of these have no other business except 
servicing the open-end fund or funds therein indi- 
eated, and from sources available to us no other busi- 
ness is indicated for about another 25%. This makes 
a total of about 57% of companies which are either 
wholly or almost entirely engaged in servicing a par- 
ticular open-end fund or funds.” In some eases, the 
investment advisers or principal underwriters are 
partnerships. More often, they are corporations 
which, with two exceptions, have relatively small 
amounts of stock outstanding, and their stock is closely 
held.** Aside from what appears on the balance 


#8 As noted on p. 16 of Appendix C, the data for these firms 
are based on information available to the public. 

“The remaining firms appear to be engaged in varying 
degrees in such related businesses as investment banking, in- 
vestment counselling for individual accounts, securities broker- 
age, or other businesses not readily classifiable. 

We take this occasion to correct an error made in the course 
of assembling the data for Appendix C. On page 14 of this 
Appendix, State Street Research & Managament Corporation 
is listed as adviser and underwriter for State Street Invest- 
ment Corporation. The service company performs only ad- 
visory service. See Appendix B, p. 1. 

** Such data with respect to the corporate adviser or under- 
writer is set out in column 6 of Appendix B. To the left are 
the data showing, where available, the amount of shares out- 
standing; to the right are the figures showing their percent- 
age distribution. For example, for United Funds, Inc., seventh 
in the list of open-end funds, the investment adviser, Conti- 
nental Research Corp., has 8 shares outstanding, 2 stock- 
holders holding 50% of the outstanding stock. The number 
“2” and the corresponding figures for the other companies do 
not refer to the total number of stockholders in the corpora- 
tion, except where the context so requires. As previously noted, 
the data in Appendix B are limited to funds with net assets. 
of $25 millions or more. 
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sheets, their real income producing ‘“‘asset’’ obviously 
lies in their underwriting and advisory connections 
with the funds. For these reasons, the stock of such 
corporations is not generally traded in the market, 
and, as in the case of ISI, significant transactions in 
the stock would usually involve shifts in control. 

The decision by the court below will bring once 
again into focus the danger of trading in these fidu- 
ciary arrangements, since existing concentrations of 
stock control and the small amount of outstanding 
stock provides ready-made occasions for the sale of stock 
control. It is hardly likely that the significance of 
the investment adviser’s and principal underwriter’s 
elose connections with the fund or funds will be ig- 
nored by the sellers and buyers in their negotiations 
for the sale of stock control. In any negotiated price 
in excess of net asset value, the component value at- 
tached to these fiduciary relationships will not merely 
be present but, as in this case, will be substantial and 
the most important. Although under Section 15 these 
contracts are terminated, no effective opposition to any 
new contracts with the successors, as we shall see (pp. 
80-81, infra), is likely to develop among public inves- 
tors; nor, significantly, within the fund management, 
some of whose influential or controlling members, as 
in this case, are likely to be parties to the sale. 

We believe that, once the interlocking and fiduciary 
ties between the investment company and its adviser 
or underwriter are fully considered and the stock 
transactions are realistically appraised, there can be 
no dispute about the fundamental proposition that a 
fiduciary cannot exploit his position of trust for his 
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own benefit by selling his office directly, through the 
sale of stock control, or in any other manner. This 
is well-established in equity with respect to trustees, 
receivers, administrators, guardians, and  corpor- 
ate directors or officers. It has been set forth time 
and again, as we shall see, in the decisions of courts of 
equity, and has received the full endorsement of au- 
thoritative commentators.“ It has not been thought 
that, for effective administration of an estate or for 
successful pioneering efforts in a business enterprise, 
the fiduciary, to whom these achievements are credited, 
may auction off his position on the eve of retirement 
as an additional reward for work well done. The same 
fidueiary standards are necessarily applicable under 
Section 36 with respect to the investment adviser and 
principal underwriter or their controlling persons. 
The declaration by the Congress in Section 15 that 
the investment advisory and principal underwriting 
agreements are not articles of commerce for trading 
in the market lend additional support for reading 
these standards into Section 36. 

The fiduciary principle, as we read it in the light 
of the policy of the Congress and the provisions of 
Section 36, was announeed by Vice-Chaneellor Sir 
John Stuart one hundred years ago in Sugden v. 
Crossland.” In that case, a trustee under a codicil 
to a will retired from his office and, in consideration 
of £75, executed a deed appointing as his successor a 
person who had been named as trustee in the original 

**Perry, Trusts and Trustees 712 (7th ed. 1929); 3 Cook, 


Corporations 2428 (1923). 
73 Sma. & Giff. 192, 65 Eng. Rep. 620 (1856). 
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will. In cancelling the deed of appointment and in 
directing the selling trustee to account to the estate 
for the funds, the Vice-Chancellor said : 

This is a very extraordinary case 
There are cases on record in which a trustee 
has paid money in order to induce other people 
to act with him in the execution of a trust, and 
in which he has been allowed the money so 
paid. JI do not remember a case where the of- 
fice of a trustee has been purchased for money. 
* * * Tt is a well-settled principle that, if 
a trustee make a profit of his trusteeship, it 
shall enure to the benefit of his cestus que 
trusts. Though there is some peculiarity in the 
ease, there does not seem to be any difference 
in principle whether the trustee derived the 
profit by means of the trust property, or from 
the office itself * * ** 

The court declined to consider the mitigating sug- 
gestion that the parties, who were in an ‘‘humble sta- 
tion of life’’, were ignorant that their arrangement 
violated any rules of equity. 

This principle has also been followed by our courts. 
It was clearly illustrated in McDonald v. Forbes, 54 
Cal. 98 (1880). The defendants were dealers in the 
stock of a corporation managed by five trustees, of 
which plaintiff Forbes was one. Since there was dis- 
Sension within the management, the defendants in- 
duced Forbes to resign so that ‘‘they might put some 
friend in his place.’’ In consideration they agreed 
to secure a debt owed to Forbes by a third party. 
When the debt was not paid, Forbes ' rought suit 


ee # 


*3 Sma. & Giff. at 193-4, 65 Eng. Rep. at 621. 
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against the defendants. The court held the agree- 
ment unenforceable, since an officer, although he 
might resign as he pleases, cannot do so for a price. 
The court said: 


It is not necessary to cite authorities to show 
that a contract is void if a portion only of the 
consideration is illegal. It does not appear to 
us to be at all doubtful, that if the whole or a 
part of a consideration be that a trustee resign 
his trust, the consideration is illegal. It 1s con- 
tra bonos mores. Trustees of corporations owe 
duties to others besides themselves; they have 
been placed in a position of trust by the stock- 
holders, and to those stockholders they must 
be faithful. It is a violation of that trust for 
them to be bought out of office. They may re- 
sign when they please, but they must not make 
profit or benefit themselves in the matter of 
such resignation. 

In McClure v. Law, 161 N. Y. 78, 55 N. E. 388 
(1899), the defendant, president of an insolvent insur- 
ance company, and some of its directors agreed to re- 
sign and to transfer control of the corporation by 
electing the purchaser and others to the vacancies. In — 
consideration the purchaser paid him a sum of money 
to reimburse him for the payment of the corporation’s 
notes which were not collectible. The court construed 
the arrangement as involving a payment for the elec- 
tion of the purchaser and his associates as directors 
and for the control and management of the corpora- 
tion. Although it appears from the opinion of the 
lower court that the purchaser, subsequent to his elec- 
tion, looted the company, the, appellate court did not 
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rely upon these circumstances but held the defendant 
liable for the sale of his fiduciary office. It held that 
as president and director he was lable to the corpora- 
tion 
for all moneys that came into his hands by vir- 
tue of his official acts * * * The election of di- 
rectors, and the transfer of the management and 
property of the corporation, were official acts, 
and whatever money he received from such offt- 
cial acts were moneys derived by virtue of his 
office, for which we think he should account. 
The court analogized the case before it to that of a 
trustee who “retired from the office in consideration 
that his successor paid him a sum of money.”’ 

The same principle was applied in Moulton v. Field, 
179 Fed. 673 (C. A. 7, 1910), in connection with 
the sale of a management contract. In that case, 
Gray, who had organized Western Indemnity Com- 
pany, obtained a 25-year contract which gave him sole 
control and management of the company, including 
control of the proxy machinery. His annual salary 
was $12,000. Subsequently, when he became seriously 
ill, and his contract had four years to run, Gray of- 
fered to sell his contract for $125,000 to Rosenfeld, 
who was willing to pay if he could become general 
manager. Moulton, president of Western, was per- 
suaded to join in the scheme on Rosenfeld’s promise 
that when he became general manager, he would in- 
crease Moulton’s salary and would turn over to West- 
ern the business of another insurance company for 
$200,000. It was understood that out of this amount 
Rosenfeld would pay Gray $125,000 and pocket the 
difference. It later appeared that the assets turned 
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over by Rosenfeld were worthless. The court affirmed 
a judgment against Moulton for the full $200,000, on 
the theory that if the succession to Gray’s general 
management contract was worth $125,000, the sale (if 
lawful) should have been made for the benefit of 
Western. The court said (179 Fed. at 675): 


With this proxy control in Gray’s hands, the 
directors caine to regard Gray, and not the 
owners, as the master of the business. When 
Gray became incapacitated, his employment 
should have been ended on that account; and in 
all probabilities would have been, if the di- 
rectors had considered themselves servants of 
the policy holders instead of dependents of 
Gray. If the succession was worth $125,000 in 
the market, the sale (if it were lawful) should 
have been made by the directors for the benefit 
of the owners of the business, not of Gray. 
For Gray had nothing legally saleable. His 
contract, being for personal service, was not 
assignable; and the resolution of the directors 
really created a new contract with Rosenfeld 
(the purchaser). So the arrangement * * * 
by which the office of general manager and the 
proxy control were sold to Rosenfeld and the 
consideration turned over to Gray instead of 
into the treasury, was a betrayal of trust. 


Likewise in Sherman & Ellis v. Indiana Mutual Cas- 
ualty Co., 41 I. 2d 585 (C. A. 7, 19380), in a suit to 
enforce a contract to permit a management company 
to manage the affairs of a casualty company for a 
period of twenty years and to appoint its underwrit- 
ing manager and its ‘‘executive head,’’ the court held 
that, since management responsibilities were nonas- 
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signable, the contract was void as against public 
policy.” 

Courts of equity have enforced the same principle 
when the fiduciary or corporate office has been sold as 
part of a package which formally appeared as a sale 
of stock control. Looking at the substance of the mat- 
ter, the courts would not accept the surface form of 
the transaction.” The ingredients of the sale have 
been thoroughly sifted in order to determine how 
much of the purchase price might be legitimately at- 
tributed to the investment value of the stock. Dji- 
rectors or officers have been held liable for breach of 
trust when, upon the evidence, it appeared that the 
excess ‘‘was not so much a part of the price paid for 
the stock owned or controlled by the defendants as a 
secret consideration paid to them for the purpose of 
gaining immediate control of the organization of their 
corporation’’, Porter v. Healy, 244 Pa. 427, 91 Atl. 
428 (1930). 

The immediate issue in Bosworth v. Allen, 168 N. Y. 


“Cf. West v. Camden, 135 U. S. 507 (1890), in which the 
court held a contract by a director to keep another permanently 
in place as an officer of the corporation, void as against public 
policy. The court said that the rule was analogous to that ap- 
plicable “to the case of a public office.” 185 U.S. at 520. 

*° The problems relating to the sale of stock control have been 
the subject of considerable discussion in the legal literature, 
though not with particular reference to the statute in this case 
and its underlying policy. See Jennings, 7rading in Corporate 
Control, 44 Calif. L. Rev. 1 (1956); Leech, Transactions in 
Corporate Control, 104 Penn. L. Rev. 725 (1956); Hill, The 
Sale of Controlling Shares, 70 Harv. L. Rev. 986 (1957) ; Com- 
ments: 54 Mich. L. Rev. 399 (1956) ; 22 U. of Chi. L. Rev. 895 
(1955); 40 Cornell L. Q. 786 (1955); 68 Harv. L. Rev. 1274 
(1955); 40 Va. L. Rev. 195 (1954); 19 U. Chi. L. Rev. 869 
(1952). 


62 


157, 61 N. E. 163 (1901), was a procedural point on 
alleged misjoinder of two causes of action, but the 
substantive principles, in terms of which the issue was 
resolved, makes this decision pertinent here. There 
recovery was sought on the theory that the excess 
value of the shares was paid for the resignation of 
the directors and on the ground that the defendants 
were liable in tort for transferring control to irre- 
sponsible persons who mismanaged the company. The 
court reversed the lower court, which had dismissed 
the action for improper joinder of two causes of ac- 
tion, and held that in an action for an accounting the 
plaintiff was entitled to relief on both grounds. The 
court said that if directors of a corporation 
are treacherous to its interests, and appropriate 
its property, or intentionally waste its assets, 
or take money for official action, or ‘‘sell out” 
by resigning, and thus giving control to others, 
they are liable to account in equity to the cor- 
poration or its representatives, not only for the 
money or property in their hands, but also for 
such as they fraudulently disposed of or 
wasted, as well as for the damages naturally 
resulting from their official misconduct; and 
even, as we have recently held, for money re- 
ceived by virtue of their office. McClure v. Law, 
161 N. Y. 78, 55 N. E. 388. 

Perlman v. Feldmann, 219 F. 2d 173 (C. A. 2, 1955), 
certiorari denied, 349 U. S. 952 (1955), carried this 
approach one step beyond. In that case, a 37% block 
of shares of Newport Steel Corporation was sold by 
Feldmann and members of his family. Feldmann was 
president, chairman of the board and a dominant 
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stockholder. The sales price was $20 per share al- 
though the book value was $17 and in recent sales in 
the over-the-counter market the price had not ex- 
ceeded $12 per share. The purchasers were end-users 
of steel. Pursuant to the agreement of sale, all mem- 
bers of the board of directors resigned immediately 
after the sale, and the purchasers’ nominees were 
elected in their stead. Although no damage to the 
corporation was established, the court held the defend- 
ants liable to the plaintiff shareholders. The court 
stressed that the sale occurred during the Korean 
crisis when steel was in short supply, and that the 
purchasers’ willingness to pay $20 per share reflected 
in part a premium paid for the power to control the 
distribution of the corporate product. It accordingly 
remanded the case to the district court for an ac- 
counting of that portion of the excess of $12 per share 
which reflected the value attached to this managerial 
prerogative, which, in the court’s view, did not belong 
to the defendants but to the corporation and its 
shareholders. 

Young v. Higbee Co., 324 U. S. 204 (1945), also 
provides an excellent illustration of the vitality and 
flexibility of the doctrine. In that case, Potts and 
Boag, preferred stockholders, were not officers or 
directors of the company, nor even dominant share- 
holders, and their fiduciary status was based merely 
upon their commanding position in a lawsuit which 
they themselves had initiated. These stockholders 
appealed from an order confirming a plan of re- 


*a In its decision of July 18, 1957, the district court held the 
defendants liable in the aggregate amount of about $1.3 millions. 
Perlman v. Feldmann, D. C. Conn., Civil Action No. 3086. 
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organization under Chapter X of the Bankruptey 
Act, urging that the plan was not fair and equitable 
because it did not subordinate certain prior debt 
claims to the preferred stock. During the pendency 
of the appeal, two debt claimants purchased the stock 
from Potts and Boag on eondition that they dismiss 
the appeal. At the time, the market value of their 
preferred stock was $17,000, for which they received 
$115,000. The court held that, having appealed on a 


matter which coneerned the entire class of preferred — 


stockholders, they had assumed a fiduciary responsi- 
bility to other members of the class, and could not use 
their statutory right to be heard in the proceedings 
and to appeal as a means for obtaining personal gain. 
Since the price they received was not for the stock 
alone, they were held accountable to the other stock- 


holders for the difference between the sales price of | 


their stock and its market value, even though the dis- 
trict court had rejected their objections to the plan, 
and there was no indication that they would have suc- 
ceeded had they prosecuted the appeal.” See also 
Clarke v. Greenberg, 296 N. Y. 146, 71 N. E. 2d 443 
(1947). 

It should be noted that in cases such as Perlman v. 
Feldmann, supra, a substantial or a predominant por- 
tion of the price represented the investment value of 
the stock in a going enterprise. The breach of trust 
was predicated upon a determination that the excess 
over investment value was paid for the surrender of 
the corporate office or other managerial prerogative, 


* For the proceedings on remand, see Potts v. Young, 161 F. 
2d 597 (C. A. 6, 1947). 
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and accountability was accordingly limited to this 
portion of the purchase price. Since valuation tech- 
niques are not exact and yield only approximations, 
the determination of the proscribed component may 
occasionally be complicated in terms of proof. Ina 
close case, therefore, if the two components of the 
price are not quite apparent, the courts, as a practical 
matter, will deny recovery. In these circumstances, 
the transaction will be regarded essentially as a sale 
of stock, although if a prima facie case is established, 
the burden of explanation is cast upon the fiduciary.” 

When the transaction involves the sale of the office 
or the management contract alone, unaccompanied by 
a sale of stock, these complexities are not present. 
Then the very act of sale constitutes the breach of 
trust and the purchase price itself is the measure of 
the fiduciary’s liability.” The same, to a very large 
degree, is equally true in the sale of a controlling 
stock interest in investment advisory or principal un- 
derwriting companies such as ISI which, as we have 
seen, often have no other significant business. Since 
such companies are principally or exclusively engaged 
in fiduciary undertakings, the substantial element in 
the price for the stock will represent payment for the 
Succession to these undertakings. The assets of these 

ewes Perlman v. Feldmann, 219 ¥. 9d 178, 178 (C. A. 2, 
1955), certiorari denied, 349 U. S. 952 (1955). It may be noted 
that Judge Swan, dissenting in this case, felt bound by the 
district court’s findings that as a control block the stock of 
Newport Steel was worth $20 per share and that there was no 
evidence as to its value “if shorn of its appurtenant power to 
control distribution of the corporate product” (219 F. 2d at 
179-180, fn. 1). 


See Sugden v. Crossland, and Moulton vy. Field, discussed 
pp. 56-57, 59-60, supra. 
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companies, which may he regarded as freely and le- 
gitimately transferrable, are likely to be balance sheet 
items that are relatively small in relation to the total 
purchase price. In the instant case, the price allo- 
eable to the value of the stock was relatively insignifi- 
eant. By far the largest element in the price, as 
alleged in the complaint, represented payment for 
ISI’s controlling position with respect to the Trust 
Fund.” 

There is no need to emphasize that the conceptions 
of fiduciary duty and remedy exemplified in these 
eases were not created by statute. They were devel- 
oped by courts of equity as instruments of public 
policy in order to prevent corrosion of the fiduciary 
responsibilities of those who have undertaken to man- 
age money or property of others or to act on 
their behalf. The public policy expressed by the Con- 
gress under the Act is both emphatic and inclusive. 
It states in effect not only that the fiduciary arrange- 
ments between an investment company and its invest- 
ment adviser or principal underwriter are not assign- 
able but also that in the event of an assignment, the 
fiduciary relationships themselves are automatically 
terminated. This policy is buttressed by the broad 
definition of ‘‘assignment’’ under Section 2 (a) (4) 


In the instant case net asset value of the ISI stock was 
$1.81 per share against the purchase price of $50 per share. 
Cf. Perlman v. Feldmann, supra, in which the book value of 
the Newport Steel stock was $17 per share as against the pur- 
chase price of $20. 

Cf. Young v. Higbee Co., 824 U. S. 204 (1945), discussed 
p. 63, supra, where, since tite stock was purchased not for its 
investment value but for the surrender by the sellers of their 
strategic position in the reorganization, the purchase price was 
$115,000 as against a value of $17,000. 
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in order to encompass transactions which otherwise 
might not have been reached under Section 15 alone. 
It has been said that ‘‘in the increasing complexities 
of modern business relations equitable remedies have 
necessarily and steadily been expanded, and no inflex- 
ible rule has been permitted to circumscribe them.”’ * 
The same sense of accommodation should prevail in 
the interpretation of Section 36, especially since the 
matter in issue arises under a regulatory statute en- 
acted by the Congress for the protection of investors 
and in the public interest, lest a grudging enforce- 
ment of the statute mark the beginning of its frus- 
tration. As the court said in Virginian Ry. v. System 
Federation No, 40, 300 U.S. 515, 552 (1987): “Courts 
of equity may, and frequently do, go much farther 
both to give and withhold relief in furtherance of 
the public interest than they are accustomed to go 
when only private interests are involved.’’ 
Provisions of a statute should be so construed as “to 
carry out in particular cases the generally expressed 
legislative policy’’, SEC v. Joiner Leasing Corp., 320 
U. S. 344, 350-51 (1943), and the Congress has ex- 
pressly indicated that it be done under this Act. For 
example, Section 6 (c) authorizes the Commission to 
exempt any person or transaction from the provisions 
of the Act to the extent that such exemption, inter 
alia, is consistent with “the purposes fairly intended 
by the policy and provisions’ of the Act. Section 
17 (b) provides that on application the Commission 
may exempt transactions between a registered invest- 


Union Pacific Railway Co. v. Chicago, etc., Railway Co., 
163 U. S. 564, 600-601 (1895). 
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ment company and its affiliates on the basis of findings, 
among others, that “the proposed transaction is con- 
sistent with the general purposes” of the Act. The 
courts, no less than the Commission, are to be guided 
by this broad legislative gloss upon the Act. The task 
of applying the sanctions prescribed by Section 36 has 
been assigned to the courts, and in so doing the Con- 
gress intended, as in the case of other statutes, ‘‘to 
mobilize the judicial authority in carrying out the 
policies of the Act’’, Central-Illinots Securities Corp. 
v. SEC, 338 U.S. 96, 125 (1949). As already noted, 
the last sentence of Section 1 (b) expressly provides 
that all provisions of the Act be interpreted in accord- 
ance with ‘‘the policy and purposes’”’ thereof. 


II. The voting provisions of Section 15 were not intended by 
Congress as a substitute for the broad equitable 
siandards under Section 36 and the sanctions therein 
prescribed 


Though apparently assuming the fiduciary relation- 
tionships between ISI and the Trust Fund, the court 
below states that “the Congress did not make the as- 
signment of agreements between Service Company 
[ISI] and Trust Fund, a violation of the Act, thus 
subjecting the violator to any and all of the sanctions 
provided hy the Act” (R. 148). But we are not urging 
that every transaction that is legally deemed an ‘as- 
signment’’ is wrongful or a breach of trust under Sece- 
tion 36. <A sale of a controlling stock interest in the 
corporate investment adviser or principal underwriter 
at net asset value, or a transfer of such control by 
gift without more, is proper, even though the ad- 
visory or underwriting agreement is thereby termi- 
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nated under Section 15. Likewise, the death of a 
partner having a majority interest in a partnership 
which renders investment advisory or underwriting 
services to an investment company terminates the 
contract automatically, even though no sale or trans- 
fer of the contract literally occurs. It is when 
the sale of control involves receipt of consideration 
for the succession to these fiduciary offices that 
in our view, the sale constitutes “gross misconduct”’ 
or “gross abuse of trust’? under Section 36. Nor are 
we urging that “all’’ of the statutory sanctions be ap- 
plied here, since actions under Section 36 are specifi- 
cally limited to the civil remedies there prescribed. 
Whether or not the Congress intended “any” judicial 
sanctions, is, of course, the central question in the 
case. 

It seems that the lower court’s observations were 
merely preliminary to its affirmative ruling that Sec- 
tion 15 itself prescribed its own ‘‘specific remedy’’, 
namely, that the sale of stock control automatically ter- 
minates these agreements, “thus leaving it to investors 
of T'rust Fund” to determine by a majority vote 
whether to enter into new agreements with IST under 
different contro] or with some other service company 
(R. 149). We agree that such is the effect of Section 
15. But we do not agree with the implications. The 
court interprets Section 15 as though it read in effect 
that an assignment or sale is proper if a majority of 
the investors approve it. This implies that the Con- 
gress, faced with the wide-spread abuses resulting 
from trading in management contracts, determined 
that, to deter their recurrence, the enforcement of 
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fiduciary standards under Section 36 was neither nec- 
essary nor appropriate. 

Section 15, as we have seen, does not make the as- 
signment of investment advisory and principal under- 
writing agreements conditional on approval by the 
prescribed statutory vote.” The regulatory pattern 1s 
quite different and the underlying policy more strict. 
Sections 15 (a) (4) and 15 (b) (2) state respectively 
that it is unlawful to render investment advisory and 
principal underwriting services except pursuant to a 
written contract which must provide that they shall 
terminate ‘‘automatically’’ in the event of their as- 
signment. Jixisting contracts, therefore, cannot be 
assigned with or without approval of investors. If 
they are assigned, not only is the assignment ineffec- 
tual but the underlying contractual arrangements for 
these services are thereby terminated. Pending the 
execution of new contracts and their approval by the 
vote required under Section 15, it is unlawful to per- 
form these services except pursuant to an exemption 
(see pp. 78-79, infra). 

There is no basis for assuming that the Congress 
intended Section 15 to preempt this vital and sensi- 
tive area of regulation to the exclusion of Section 36. 
While Sections 15 and 36 both assume the fiduciary 
status of the investment adviser and the principal 
underwriter, they are concerned with different, 
though related, aspects of that relationship. When 

°° We do not, however, wish to imply that if the statutory 
provisions against assignment were so conditioned, the man- 
agement could make the assignment under circumstances which 
would involve the sale of the fiduciary office in contravention 


of equitable principles. See note 60, infra, and accompanying 
text. 
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stock control of the investment adviser or principal 


underwriter is sold and the contracts are thereby 
terminated, statutory approval of any new contracts 
is required under Section 15, while Section 36 focuses 
attention upon the fiduciary obligations of those who 
sell such control. To the extent that in a particular 
situation they traverse common ground and may af- 
fect respectively the purchasing and selling ends of 
the same transaction, Sections 15 and 36 should be 
read not in a spirit of antagonism and exclusion but 
in terms of harmony and mutual support, so that the 
policy of the Congress against trading in advisory 
and underwriting contracts may be fully attained. 
In Umted States v. Boisedore’s Heirs, 8 How. (U. 8.) 
113, 121 (1850), the court said: ‘‘In expounding a 
statute, we must not be guided by a single sentence 
or member of a sentence, but look to the provisions 
of the whole law, and to its object and policy.’’” 
Words are even denied their literal meaning if to ac- 
cept them literally would produce a result at variance 
with the legislative policy and purpose.” In this 
case, of course, it is sufficient that the words in the 
Act be given their natural meaning and intended 


purpose. For it is well within the bounds of literal 
consistency, and certainly in furtherance of the legis- 


lative purpose, to provide, on the one hand, that those 


seeking to assume the position of investment adviser 


or principal underwriter must secure the approval 


** Quoted in Mastro Plastic Corp. v. NLRB, 350 U. S. 270, 
985 (1955). 
* United States v. Rosenblum Truck Lines, 31~ J. S. 50, 55- 


96 (1941); Commissioner v. Sternberger Estate, 348 U. S. 187, 
206 (1954). 
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required by Section 15; and, on the other hand, to 
prescribe that those who relinquish control shall be 
removed from any position of trust pursuant to Sec- 
tion 36, if they exploit the occasion for their self- 
enrichment. 

Since, as we have seen, one of the basic purposes 
of the Act was to strengthen and raise the level of fi- 
duciary obligations, not to weaken or lower it, Section 
15 cannot be construed as a legislative writ of abso- 
lution from any of these obligations. In enacting 
Section 15, the Congress determined in effect that, 
because of their endemic relationship to the invest- 
ment company, the investment adviser and the prin- 
cipal underwriter must be regarded in effect as mem- 
bers of the management complement, and that, as 
such, they must stand initially and annually there- 
after for election by a majority vote of the investors 
or of their board of directors.” Accordingly, like di- 
rectors and officers, they must assume the responsibil- 
ities essential to their fiduciary station and the re- 
straints appropriate to their high office. Were a 
director of a registered investment company to en- 
gage in a transaction which involved a sale of his 
office, he would be subject to removal under Section 
36 from any other fiduciary position therein indi- 
eated, including that of investment adviser or prin- 
cipal underwriter. It can hardly be contended that 
the result is any different if the transaction involves 
or is related to the office of investment adviser or 
principal underwriter itself. On the contrary, the 
wide-spread abuses disclosed in the investigation and 


°° See discussion of Section 15, pp. 39-44, supra, 
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the strong policy in Section 15 against assignment as 
defined in Section 2 (a) (4) require that such trans- 
actions be considered ‘‘gross misconduct’’ or ‘‘gross 
abuse of trust’’ under Section 36. 

The construction of Section 36 as urged herein does 
not in any way detract from the authority conferred 
upon investors by Section 15. In casting their vote 
under Section 15 investors are not called upon to 
approve or disapprove the sale of the stock control, or to 
extenuate or to condemn any wrongful conduct in 
which those who sold control may have engaged. They 
vote only on whether to enter into a new contract with 
the successor persons in control. The statutory re- 
sponsibility for invoking and enforcing the sanctions 
under Section 36 has been entrusted to the Commis- 
sion and the courts, not to the investors. 

The sanctions therein provided are of such central 
importance that the effect of an injunction under Sec- 
tion 36 is not hmited to the particular investment com- 
pany in respect of which the offense was committed. 
Under Section 9 (a) (2), a fiduciary enjoined under 
Section 36 is barred and disqualified from acting as an 
investment adviser, principal underwriter and in other 
fiduciary capacities with respect to all registered in- 
vestment companies, unless, as provided by Section 9 
(b), the Commission grants an exemption therefrom. 
Since the removal of a faithless fiduciary and its 
statutory consequences have been enacted in the 
public interest and for the protection of investors, 
these remedial provisions and the Commission’s obli- 
gation thereunder cannot be vetoed or waived hy a 


vote or the consent of investors. See Medo Photo 
432971—57 6 
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Supply Corp. v. NERB, 321 U. 8. 678, 687 (1944) ; 
Brooklyn Savings Bank v. O’Neil, 324 U. 8. 697, 704— 
706, 712-713 (1945). Cf. National Licorice Co. v. 
NERB, 309 U.S. 350, 360 (1940).° If investors can- 
not do so by a vote specifically solicited or procured 
for that purpose, there is even less reason for reading 
such a result into Section 15, which, as we have seen, 
does not contemplate or call for a vote of exoneration. 
Section 15, we submit, underscores the fiduciary posi- 
tion of the investment adviser and principal under- 
writer. It does not release them from any responsi- 
bilities and restraints imposed upon them as a con- 
sequence of their fiduciary status. 

It may be noted that a similar approach and policy 
were expressed by the Congress in Section 25 of the 
Act relating to reorganizations of registered invest- 
ment companies. Such reorganizations often require 
a vote of stockholders under local law. Solicitation 

In Afedo Supply Corp. v. NERB, 321 U. 8. at 687, the 
court said: “The statute was enacted in the public interest for 
the protection of the employees’ right to collective bargaining 
and it may not be ignored by the employer, even though the 
employees consent, Labor Board v. Newport News Co., 308 
U. S. 241, 251, or the employees suggest the conduct found to 
be an unfair labor practice, Vational Licorice Co. v. Labor 
Board, supra, 358, at least where the employer is in a position 
to secure any advantage from these practices, H. J. Heinz Co. 
v. Labor Board, 311 U. S. 514, 519-521, and cases cited.” 

Cf. Section 47 (a) of the Investment Company Act which 
provides that, “Any condition, stipulation, or provision binding 
any person to waive compliance with any provision of this title 
or with any rule, regulation, or order thereunder shal] be void.” 

KIiven where a statute does not have an anti-waiver provision, 
courts will invalidate the waiver if to permit it would thwart 
the legislative policy. See Brooklyn Savings Bank v. O'Neil, 
324 U.S. 697, 713 (1945), and cases there cited. 
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of proxies with respect to plans of reorganization are 
subject to Commission scrutiny under Section 25 (a). 
Under Section 25 (b) the Commission is authorized 
to prepare an advisory report on the plan at the re- 
quest of holders of 25% of any class of the out- 
standing securities, and the investment company is 
required to mail a copy of such report to all security 
holders affected by the plan. Nevertheless, whether 
or not the plan is approved by the security holders, 
the Commission, under Section 25 (c), may obtain an 
injunction against the consummation of the plan if 
the court determines the plan to be ‘‘grossly unfair or 
to constitute gross misconduct or gross abuse of trust 
on the part of the officers, directors, or investment ad- 
visers of such registered company or other sponsors 
of such plan.’”’ Similarly, certain transactions be- 
tween a registered company and its affiliate are pro- 
hibited under Section 17 (a) unless an exemption is 
obtained under Section 17 (b). The grant of the ex- 
emption is conditioned on a finding by the Commis- 
sion, inter alia, that the proposed transaction is fair 
and ‘‘consistent with the general purposes’’ of the 
Act. The Commission rejected a construction which 
“would, in effect, make a vote of security holders a 
substitute for review under Section 17 (b).”’ £. I. 
Du Pont de Nemours & Co., 34 SEC 530, 534 (1953). 

That the Congress did not declare in haec verba the 


“Cf. Case v. Los Angeles Lumber Products Co., 308 U. S. 


106, 127-129 (1939), in which the court held that in bankruptcy 
reorganization, judicial authority for determining whether a 
plan is fair and equitable cannot be abrogated merely because a 
majority of the security holders affected by the plan have con- 
sented to it. 
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sale of the succession to the office of investment ad- 
viser or principal underwriter to constitute a breach 
of trust, is not significant. The very words ‘ 
abuse of trust’? connote fiduciary standards and obh- 
gations. Since Congress declared that these fiduciary 
offices were not objects of sale and that aspirants to 
such offices were subject to election, payment to the 
present management or those in control for the suc- 
cession is forbidden under equitable doetrines which 
eourts of equity have enforced for at least one- 
hundred years, and of which, we may be sure, the 
Congress was aware when it enacted the broad and 
inclusive provisions of Sections 15 and 36. These 
equitable principles were discussed in the Commis- 
sion’s report of investigation with specific reference 
to the transfer of management contracts.” Similar 
views were expressed by certain spokesmen for invest- 
ment companies. Mr. Merrill Griswold, then and for 
many years later, chairman of the board of Massa- 
chusetts Investors Trust, the largest of the open-end 
companies, referring to the evils resulting from the 
sale of control, indicated that this practice might not 
be prevalent with respect to such investment trusts 
as are under no management contract but are man- 
aged by trustees who own only a small amount of the 
widely-held stock of the investment trust. He then 
continued : 


‘oToss 


It has been suggested that the trustees might 
sell out their office—in other words, that you 
could come to me and offer me so much money, 
and that I would resign, and the other trustees 
would elect, we shall say, Mr. De Ronde to take 


82 See SEC Report, note 15, supra, pp. 1029, 1086. 
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my place, and then another one of us would 
resign and we would elect some other man; and 
in that way we could sell out. 

The answer to that is that it is absolutely 
impossible for us to do that; because under 
the common law respecting fiduciaries, if we were 
crooked enough to do it, the funds we would 
receive would themselves belong to the com- 
pany, and we could not keep them; and if we 
did keep them, we would be guilty of an em- 
bezzlement. In other words, we cannot “sell 
down the river” if we want to—and we do not 
want to.” 


Likewise, Mr. Hugh W. Long, then president of New 
York Stocks, Inc., also an open-end company, stated 
with specific reference to Section 15: 


At the outset, let me say that we approve 
without reservation those provisions of Sec- 
tion 15 which require that the compensation of 
management be precisely defined and which 
provide for the cancellation of management and 
distributing contracts upon assignment of a 
contract or transfer of control of the company 
holding it. We quite agree that there should be 
no opportunity for investment companies to be 
‘‘sold down the river.’’ Although the transfer 
of a personal-service contract of a fiduciary na- 
ture is probably a violation of ordinary rules 
of law, we see no objection to a specifie prohibi- 
tion in this statute.” 


In short, Section 15 itself, broadly speaking, was 
' looked upon as affirming and amplifying basic fidu- 


Hearings before the Senate Committee on Banking and 
Currency on S. 3580, 76th Cong., 3d Sess. (1940), p. 505. 
*“ Hearings, etc., note 63, supra, p. 585. 
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ciary law and not as a surrogate for the historic 
trust obligations prescribed by courts of equity. 

An illuminating illustration of the principle as ap- 
plied under the Act was before the Commission in 
an uncontested case several years ago. The case in- 
volved Management Associates which performed in- 
vestment advisory and other management services for 
Incorporated Investors, a registered open-end com- 
pany.” Management Associates had 6,000 shares out- 
standing of which William Tudor Gardiner held 3,000 
shares.” Upon his death these shares passed to his 
estate. It was assumed, without a formal determina- 


tion, that this transfer constituted an ‘‘assignment”’ 


which terminated the advisory contract. Since a new 
agreement required approval of investors under Sec- 
tion 15 (a), a temporary arrangement for the continu- 
ation of the advisory services was made. Thereupon 
an application for an exemption for such continuance 
from Section 15 was filed with the Commission pursu- 
ant to Section 6 (c), pending a definitive disposition 
of the 3,000 shares by Gardiner’s executors and a sub- 
sequent submission of a new advisory contract for ap- 
proval by the investors of Incorporated Investors. 
That application was granted, Incorporated Investors, 
Investment Company Act Release No. 1911 (1953). 
The temporary exemption was thereafter extended on 
application which, as stated in the Commission’s or- 

® As of September 30, 1956, Incorporated Investors had net 
assets of about $249,000,000. See Appendix B, p. 1, infra. 

* The public files of the Commission show that the other re- 
maining shares were then held by three other officers of Incor- 


porated Investors as follows: 1,800 shares by William A. Parker, 
and 600 each by Amory Parker and George D. Aldrich. 


“Ae 


der, contemplated the sale of the 3,000 shares to Man- 
agement Associates, Incorporated Investors, Invest- 
ment Company Act Release No. 1947 (1954). It fur- 
ther stated: ‘‘As consideration for the 3,000 shares of 
Management Associates’ stock, Gardiner’s estate will 
receive a cash payment equal to the value of one-half 
of the net assets of Management Associates, as shown 
by the books as of November 30, 1953. ‘The assets as 
shown by the books comprise certain tangibles, receiv- 
ables and cash, but no amount of any goodwill or con- 
tracts accrued by Management Associates.’?* In 
other words, for the 50% stock interest in the in- 
vestment adviser, the executor neither sought nor 
received any payment because of the investment ad- 
visory relationship with the investment company. 
The parties and the Commission agreed that, since the 
contract is nonassignable, no value may properly be 
attributed to it for the benefit of the selling stock- 
holder or his estate. 

The narrow interpretation of Section 36 adopted 
by the court below may result in the recurrence of the 

*? Thereafter a new contract was approved by the shareholders 
of Incorporated Investors at a meeting held on March 24, 1954. 
The proxy statement apprised shareholders of the sale of the 
stock by the Gardiner estate to Management Associates and the 
proposed resale by Management Associates of part of the reac- 
quired shares to two of its stockholders and the contemplated 
resale of additional shares to the president of Incorporated In- 
vestors. Subsequently Management Associates was liquidated 
into Parker Corporation which previously was the principal 
underwriter for Incorporated Investors. 

Parker Corporation now is investment adviser and principal 
underwriter for Incorporated Investors. Its outstanding 6,000 


shares are held by four stockholders. See Appendix B, p. 1, 
infra. 
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very abuses that the Act was designed to avoid. If 
the sale of stock control by the existing management 
at any price is beyond the reach of the statute, control 
may well be put on the auction block and sold to the 
highest bidder for the benefit of the management. No 
thought is likely to be given by those in control to use 
the occasion of the sale for improving the position of 
investors through more advantageous investment ad- 
visory or underwriting contracts with the successors, 
although under Section 15 the selection of the new ad- 
viser ov underwriter is within the power and au- 
thority of the puble investors. Moreover, those pur- 
chasing control may be tempted to pursue hazardous 
or doubtful policies in order to recoup as quickly as 
possible the substantial price they paid for control. 
In the instant ease, the purchasers paid over $4,000,000 
in excess of the net asset value of the ISI stock 
(R. 8-9); and their estimates indicate a ten-year re- 
coupment period at 4% interest (R. 112-115). We 
are not suggesting that the new controlling interests in 
ISI will abuse their fiduciary position with respect to 
the Trust Fund. But Sections 15 and 36 and the polli- 
cies upon which they are based were designed to pre- 
vent such and other kindred abuses from again be- 
coming a reality. It is immaterial whether in a par- 
ticular situation such abuses may or may not be pres- 
ent. See North American Co. v. SEC, 327 U.S. 686, 
710-711 (1946). 

The intimation by the court below (R. 149) that, 
given the right to elect their investment adviser and 
principal underwriter, investors would overcome 
their inertia and mobilize in protest against those who 
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pay for the succession to these contracts, seems to us 
implausible and unrealistic. If the court below is 
sustained in its view that such transactions are proper 
and valid, it is not likely that the investors would 
undertake to oppose an entrenched management which 
legally or de facto is committed to further the inter- 
ests of the successful bidder. Indeed, with the legali- 
ty of these transactions no longer subject to question, 
the investors’ trust and confidence in the old manage- 
ment, established over the years, will prove a weighty, 
and probably the controlling factor, in favor of its 
nominee ov successor. Moreover, with respect to 
open-end companies, such as the Trust Fund in the 
instant case, whose securities are redeemable at net 
asset value, investors, who are not satisfied with the 
proposed successor, probably will exercise their right 
of redemption rather than engage in a contest against 
what may appear to them as hopeless odds. 

Nor, by the same token, will prospective purchasers 
be deterred from paying substantial amounts for the 
succession to the advisory and underwriting services, 
as, indeed, this very case illustrates. For it would be 
naive to assume that the purchascrs in this case were 
investing over $4,000,000 in excess of the book value 
of the ISI stock, without the anticipated agreements 
with the Trust Fund or with indifferent feelings as 
to these agreements. It is equally naive to suppose 
that the purchasers would undertake this substantial 
ivestment with any actual apprehension that the 
outcome of the statutory vote might be in precarious 
balance, or that, on urging by investors, competing 
service agencies might intercede to wrest the proposed 
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new agreements from ISI. The real concern of both 
sellers and buyers, as the record amply demonstrates 
(R. 117-185), was over the sanctions prescribed by 
Section 36 in the hght of the Commission’s published 
interpretation of that Section as early as 1942 (R. 
124-128). 

The fact that, in the purchase contract for the third 
installment of 16,000 shares of ISI stock at an aggre- 
gate price of $800,000, it was stipulated that this pur- 
chase was not conditioned on investor approval of the 
advisory or underwriting agreements with the Trust 
Fund (R. 66-68), does not suggest the purchasers’ 
indifference to these agreements but rather that they 
entertained no apprehension regarding a favorable 
vote of the investors. Without pressing the point at 
this juncture, we suggest that this stipulation, and 
other devices, such as the staggering of the sale of the 
ISI stock in lots of less than 25% and insistence that 
the distribution of the stock also be so limited (R. 67, 
110), were staged to give the transactions the surface 
appearance of stock sales. In the present context 
these maneuvers appear to have been undertaken in 
the hope or expectation that the Commission or the 
courts might resolve the issue under Section 36 for 
their benefit in terms of fiction rather than the actual- 
ities of the transactions. Needless to say, if the views 
of the court below should prevail, trading in these 
fiduciary arrangements will be more forthright, un- 
encumbered by the stage props which the parties 
felt constrained to employ in this case. 

In adverting to these practical considerations and 
consequences, we do not, of course, lose sight of the 
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fact that we are concerned here with a remedial stat- 
ute and, more particularly, with a legislative determ- 
ination to extirpate the baneful trafficking in fiduci- 
ary contracts, the results of which had brought grief 
and disaster to public investors. To the extent that 
the Act now provides investors with the means of 
denying the benefits of these contracts to successor 
interests for cause or otherwise, this is all to the good, 
and our construction of Sections 15 and 36 does not 
foreclose or affect these salutary avenues of self-help. 
But it stands to reason that in dealing with this prob- 
lem the Congress intended to adopt measures equal 
to the task and purpose, so that the protection against 
these pernicious practices shall extend to all investors 
under all contingencies. The effectiveness of the pre- 
scribed remedies cannot be circumstantial, depending 
upon whether public investors are alert or inarticu- 
late, suspicious or trusting, well-organized or diffused. 
Courts of equity have not withheld relief for breach 
of trust merely because, by effective organization and 
intelligent use of their voting rights, security holders 
could displace a management not to their liking. In 
response to the growing complexities of corporate life, 
courts of equity have exercised greater vigilance in 
the enforcement of fiduciary responsibilities, Ashman 
v. Miller, 101 F’. 2d 85, 91 (C. A. 6, 1939) ; * and equita- 

The court said: “The growth of corporations and the dis- 
appearance of the individual and partnership forms of business 
have become so extensive and vital in our economic life, and so 
many artificial legal devices have been set up which serve to 
isolate the stockholder from control over his investment that 


directors and other officers of a corporation should be held to a 
strict accountability for their acts in its management.” 
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ble remedies have been correspondingly expanded to 
meet these developments, Union Pacific Railway Co. 
v. Chicago, etc., Ratlway Co., 163 U. 8. 564, 600-601 
(1895) (quoted page 67, supra). The same degree of 
vigilance and perception should be credited to the 
Congress, when it directed the courts to enforce fidu- 
ciary standards under Section 36. 

The court below concluded that the Congress in- 
tended Section 36 to have a limited effect and stated 
that this was ‘‘evidenced by the fact that Section 36, 
when first considered by the Congress, applied to mis- 
conduct and abuse of trust generally’? (R. 148) 
(italics in original).” The court’s footnote reference 
is to 8. 3580, 76th Cong., 3d Sess., introduced by Sena- 
tor Wagner on March 14, 1940. In our view, a read- 
ing of this bill and the subsequent changes indicate a 
contrary intent. 

The predecessor provision to Section 36 of the Act 
was Section 17 (e) of S. 3580 which read as follows: 

Any gross misconduct or gross abuse of trust 
in respect of a registered investment company, 
on the part of any person registered under Sec- 
tion 9 as an affiliated person of or principal un- 
derwriter for such company, shall be unlawful. 
Section 9 (a) of the bill then provided that, unless 
registered with the Commission, it was unlawful for 
any person to act as officer, director, manager, invest- 
ment adviser or depositor of a registered investment 
company or as principal underwriter for a registered 
open-end investment company. The grounds for de- 
nying or revoking registration were set forth in Sec- 


© The italics appear in the court’s slip opinion and in 146 F. 
Supp. at 780. 
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tion 9 (d).” The word ‘‘generally’’ was not included, 
nor were its implications suggested, in the bill. Under 
S. 3580, as well as under Section 36 of the Act the 
gist of the wrong was ‘‘gross misconduct or gross 


70 Section 9 (a) of S. 3850 provided : 

“Tt shall be unlawful for any person, unless registered under 
this section, to serve or act in any of the following capacities 
for a period exceeding sixty days: 

“(1) as officers, director, manager, or investment adviser of 
or for a registered management investment company or reg- 
istered face-amount certificate company ; 

“(2) as depositor, manager, or investment adviser of or for a 
registered unit investment trust; 

“(8) as principal underwriter for a registered open-end man- 
agement investment company, registered unit investment trust, 
or registered face-amount certificate company; or 

“(4) as a distributor who makes use of the mails or any 
means or instrumentality of interstate commerce to engage in 
the business of selling periodic payment plan certificates, or as 
2 salesman for such a distributor.” 

Section 9 (d) (1) and (2) of S. 8850 provided: 

“The Commission shall by order deny registration to, or re- 
voke or suspend the registration of, an applicant under this 
section, if the Commission finds that such denial, revocation, 
or suspension is in the public interest and that— 

“(1) the applicant, within ten years of the issuance of such 
order, has been convicted of any felony or misdemeanor involv- 
ing the purchase or sale of any security, or arising out of the 
applicant’s conduct as an underwriter, broker, dealer, or in- 
vestment adviser, or as an affiliated person, salesman, or em- 
ployee of any investment company, bank, or insurance com- 
pany ; 

“(2) the applicant, at the time of the issuance of such order, 
is permanently or temporarily enjoined by order, judgment, or 
decree of any court of competent jurisdiction from acting as an 
underwriter, broker, dealer, or investment adviser, or as an 
affiliated person, salesman, or employee of any investment com- 
pany, bank, or insurance company, or from engaging in or con- 
tinuing any conduct or practice in connection with any such 
activity or in connection with the purchase or sale of any 
secnrity.” 
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abuse of trust in respect of a registered investment 
company,” and investment advisers and principal un- 
derwriters were made subject to the sanctions therein 
prescribed. While the provisions for registration 
were not adopted, the grounds for denying or revok- 
ing registration of officers, directors, investment ad- 
visers, etc., under Sections 9 (d) (1) and (2) of 
S. 3580 are now included, as we have seen, as auto- 
matic bars and disqualifications under Section 9 (a) 
(1) and (2) of the Act. 
The purpose of Section 17 (e) of S. 3580 was thus 
explained by counsel for the Commission : ” 
‘‘Subsection (e) of Section 17 attempts to 
set forth a broad standard of conduct. 
“You made a suggestion originally, Senator 
Taft, to this effect: Why can you not set forth 
in this bill a fiduciary obligation and make it 
a crime to violate that fiduciary obligation? 
‘When we came to draft a provision lke that 
it presented a great many problems, because if 
you try to impose a trustee obligation on these 
managers, maybe that obligation is much too 
strict. A trustee in some instances may be lia- 
ble for negligence. We felt that that was pos- 
sibly too onerous an obligation to 1mpose upon 


people who are managing investment compa- | 


nies. So we took the broader approach and 
said that if he was guilty of gross misconduct 
or gross abuse of trust, then he was guilty of 
a erime. 

“Of course that does not mean that the Securi- 
ties and Exchange Commission has the juris- 


diction to determine whether he has been guilty 


7 Hearings before Senate Committee on Banking and Cur- 
rency on S. 3580, 76th Cong., 3d Sess. (1940), p. 262. 
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of gross abuse or gross misconduct, or gross 
abuse of trust. That is a criminal offense, and 
criminal action would have to be instituted 
against him.”’ 
An industry spokesman objected to this provision be- 
cause by making such conduct “unlawful,’’ it subjected 
persons to criminal penalties ‘‘for violation of an 
indefinite standard which was impossible of deter- 
mination.’’” By compromise this provision was re- 
east as Section 36; and only civil sanctions were 
imposed for ‘‘gross misconduct or gross abuse of 
trust.”’ As part of this compromise there was also 
included Section 37 of the Act which makes “unlaw- 
ful’’ theft, embezzlement or conversion of ‘‘funds, 
securities, credits, property, or assets of any regis- 
tered investment company.”’ 

It is clear from the foregoing that, except for the 
criminal implications in the bill, there was no basic 
disagreement on the substance of Section 36 or its 
predecessor. Only the criminal sanctions were nar- 
rowed and limited, so that a transaction constituting 
gross misconduct or gross abuse of trust under Sec- 
tion 36 is subject to criminal prosecution only if it is 
an “unlawful’’ act under the limited provisions of 
Section 37, which, of course, applies to all persons. 
Needless to say, when Section 36 was limited to a 
remedy for injunction, the term “unlawful’’ was obvi- 
ously unnecessary in its civil setting. In short, since 
the critical language of the bill was retained in the 
final text, the same breadth and scope must be attrib- 


% Hearings before House Committee on Interstate and For- 
eign Commerce on H. R. 10065, 76th Cong., 3d Sess. (1940), 
p. 124. 
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uted to Section 36. As we have seen, the policy 
under Section 15 and historie equitable prineiples 
embodied in Section 36 so require. 

Finally, appellees also argued below that no stock 
control was sold or transferred. They urged that 
Section 2 (a) (4), which refers to a transfer of a 
“controlling block’’ of securities, must be interpreted 
in the light of Section 2 (a) (9). Under this Seetion 
‘control’? means “‘the power to exercise a controlling 
influence over the management or policies of a com- 
pany’’, and a presumption of control arises as to 
“any person who owns beneficially, either directly or 
through one or more controlled companies, more than 
25 per centum of the voting securities of a com- 
pany * * *”, Appellees stated that each of the 
director-defendants held 18.2% of the outstanding 
ISI stock; that none of the purchasers owns or holds 
25%; and that, accordingly, there was no sale or 
purchase of control. 

It is readily evident from Section 2 (a) (9) that 
in any relevant transaction control is not necessarily 
dependent on stock ownership or on any particular 
percentage of stock. In connection with stock, 25% or 
more of the voting stock is deemed to eonstitute pre- 
sumptive control. The Commission’s complaint alleges 
that, “On or about February 1, 1956, the director-de- 
fendants either alone or in concert with others, em- 
barked upon a plan to sell their stock interests toa small 
number of purchasers, affiliated among each other 
through stock ownership and otherwise’”’ (R. 8). As 
further alleged in the complait CR. 8-9), from Feb- 
ruary to July 1956, the director-defendants, pursuant 
to the plan, sold 68,000 shares of ISI stock, or about 
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40.8% of the total outstanding, while 13% was sold 
by other stockholders acting in concert with them. 
We submit that if Section 36 applies when one per- 
son transfers control by a sale of more than 25% 
of the stock, it is equally applicable when control is 
transferred by a group of persons in the same aggre- 
gate amount pursuant to a plan. The possibilities for 
evading the statute if it were construed otherwise are 
too obvious to require further discussion. In Pepper 
ve tntton, 308 U. 8. 295, 312 (1939), the court said: 
No matter how technically legal each step in 
that scheme may have been, once its basic na- 
ture was uncovered it was the duty of the bank- 
ruptcy court in the exercise of its equity juris- 
diction to undo it. Otherwise, the fiduciary 
duties of dominant or management stockhold- 
ers would go for naught; exploitation would 
become a substitute for justice; and equity 
would be perverted as an instrument for ap- 
proving what it was designed to thwart. 
Appellees also denied that such a plan existed, and 
submitted affidavits in support of that contention (R. 
d0-08). The Commission filed counteraffidavits, (R. 
104-123, 128-134), and the evidence thus far obtained, 
and as elsewhere summarized (pp. 7-10, supra), 
strongly supports the Commission’s allegations that 
the transactions were executed pursuant toa plan. In 
any event, the proper method of raising these factual 
issues is by answer, not by a motion to dismiss or for 
summary judgment.” The court below said that it 
78In their memorandum below, appellees stated in the alterna- 


tive that their motion be considered as one for summary judg- 
ment under Rule 56 of the Federal Rules of Civil Procedure. 
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was “a very difficult thing to reach that sort of ques- 
tion on a motion to dismiss or even on a motion for 
summary judgment.’’ (R. 160), and based its decision 
on the assumption that there was a sale of control 
within the meaning of the statute (R. 146-147). 

The refusal of the court below to resolve these 
factual questions on motion is in accord with this 
Court’s ruling in Lane Bryant, Inc. v. Maternity 
Lane, Ltd., 173 F. 2d 559, 565°C. A. 9, 1949): 


The affidavits upon their broadest application 
do no more than to present to the trier of fact 
evidence upon material issues. They do not ab- 
solve the issues as matters of law. Therefore, 
the judgment cannot validly be based upon the 
summary trial by affidavits. The plaintiff-ap- 
pellant is entitled to have its complaint re- 
sponded to by answer and both parties are 
entitled to have the issues tried through the 
introduction of exhibits and witnesses produced 
for direct and cross examination. 


A summary disposition on motion is particularly in- 
appropriate here since the relevant facts are within 
the peculiar knowledge of the appellees and the pur- 
chasers. As the court said in Toebelman v. Missourt- 
Kansas Pipe Line Co. 130 F. 2d 1016, 1022 (C. A. 3, 
1942) : 


It is obvious that this evidence must come 
largely from the defendants. This case illus- 
trates the danger of founding a judgment in 
favor of one party upon his own version of 
facts within his sole knowledge as set forth in 
affidavits prepared ex parte. Cross-examina- 
tion of the party and a reasonable examination 
of his records by the other party frequently 
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bring forth further facts which place a very 
different light upon the picture. 
In such circumstances, even in the absence of counter- 
affidavits, the courts will not regard the matters set 
forth in the moving affidavits as admitted by the op- 
posing party. See Subin v. Goldsmith, 224 F. 2d 753, 
758-761 (C. A. 2, 1955), certiorari denied, 350 U. S. 
883 (1955). Although appellees, at our request, have 
voluntarily furnished to us some documents, they do 
not appear to us complete, and, indeed, call for fur- 
ther inquiry, including examination and cross-exami- 
nation of witnesses, so that the factual issues can be 
properly resolved by the court after answer and trial. 
III. ISI and the director-defendants are persons subject to 
the sanctions of Section 36 

Appellees argued below that, even if the transac- 
tions come within Section 36, ISI and the individual 
defendants are not persons within its interdiction. 
Section 36 applies to any ‘‘person’’™ who acts or 
serves as an ‘‘officer, director * * * investment ad- 
viser, or depositor’? of any registered investment 
company, or as ‘‘principal underwriter’? for an 
“open-end company.’’ ISI is, of course, the invest- 
ment adviser, depositor and principal underwriter for 
the Trust Fund, an open-end company. Appellees 
conceded, arguendo, that it would be wrong for ISI to 
sell its fiduciary position as investment adviser or 
principal underwriter, or for directors of the Trust 
Fund to do likewise with respect to their office. But, 


™ Section 2 (a) (27) defines a “person” as including a com- 
pany. 
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they urged, the alleged misdeeds in this case were not 
committed by ISI but by its directors and controlling 
stockholders, while the director-defendants, the au- 
thors of the offending transactions, are not directors, 
officers, ete., of the Trust Fund, the investment com- 
pany, but rather of ISI. Appellees’ contention in 
effect is that immunity from Section 36 ean readily 
be obtained, if the investment advisory and principal 
underwriting functions of the Trust Fund are per- 
formed by them through a separate corporation such 
as ISI, and the sale of the succession is effected by a 
sale of stock control of ISI. The court below, having 
determined that no wrongful act was committed under 
Section 36, did not reach this question. It did indi- 
eate, however, that if the transactions constituted 


eross misconduct or gross abuse of trust in respect of — 


the Trust Fund, Seetion 36 would apply to appellees 
(R. 157-158). In anticipation that it will be argued 
by appellees to this Court, this question is briefed 
here. 

In our view, the policy of the Congress against 
trading in investment advisory or principal under- 
writing contracts, and the related fiduciary standards 
and sanctions under Section 36, cannot be evaded as 
a consequence of incorporation. Investment advisory 
and principal underwriting services, as we have seen 
(pp. 49-52, swpra) are essentially management func- 
tions, which the individual defendants through ISI 
are obliged to perform on behalf of the Trust Fund. 
Investors who purchased Participation Agreements 
in the Trust Fund did not put their faith and trust in 
an abstract corporate entity but in the professional 
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managers and in the direction and know-how they 
have undertaken to furnish to the investors. If, for 
convenience or other reasons, they wish to pool their 
individual skills in the form of a corporation, it is 
their privilege to do so. But, in exercising this privi- 
lege, they, surely, did not intend or expect to divert 
the investors’ reliance to the corporate abstraction. 
The basic appeal to investors rests, as always, upon 
their personal capacities and qualifications; and their 
self-assumed fiduciary obligations, which run, directly 
or through ISI, to the Trust Fund and its investors, 
necessarily remain the same. In this ease, indeed, 
these obligations are further accentuated and multi- 
plied, since, when the wrongful transactions were ex- 
ecuted, and for years prior thereto, ISI has had— 
and still has—no other business; the Trust Fund has 
had no other management except ISI; and the indi- 
vidual defendants were directors and officers and also 
controlling stockholders of ISI.” 

Public policy against trading in fiduciary contracts 
and the corresponding sanctions under Section 36 are 
too firm and exacting to yield to the tour de force 
which appellees contrived here. Had the individuals 
involved in this case been content to act as investment 
advisers or principal underwriters of the Trust Fund 

See Perlman v. Feldmann, 219 F. 2d 178, 178 (C. A. 2, 
1955), certiorari denied, 349 U. S. 952 (1955), wherein Feld- 
mann, the principal defendant, was the president, chairman of 
the board of directors and the dominant stockholder, the court 
said: “In this case the violation of duty seems to be all the 
clearer because of this triple role in which Feldmann appears, 
though we are unwilling to say, and are not to be understood 


as saying, that we should accept a lesser obligation for any 
one of his roles alone.” 
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directly, it is conceded, arguendo, that they could not 
have sold the succession to their position without in- 
curring the sanctions prescribed by Section 36. They 
cannot escape the statutory consequences if they com- 
mit the wrongful act indirectly, merely because they 
have chosen to discharge their commitments to the 
Trust Fund through ISI or because they have as- 
sumed the titular positions of directors and officers 
of ISI rather than of the Trust Fund. Accordingly, 
when Section 36 directs the removal of the investment 
adviser or principal underwriter for gross misconduct 
or gross abuse of trust, it 1s immaterial whether the 
offending transaction against the Trust Fund is com- 
mitted by the ostensible or official occupants of these 
positions or by those who manage and dominate the 
investment adviser or principal underwriter. See 
Ashman v. Miller, 101 F. 2d 85, 91 (C. A. 6, 1939), 
quoted note 68, supra; Ripperger v. Allyn, 25 F. 
Supp. 554, 555 (S. D. N. Y. 1938), quoted note 81, 
infra.” By the same token the court whose juris- 
diction is invoked under Section 36 may require that 
those initiating the wrongful acts should account for 
the benefits derived as a consequence of the breach of 
trust.” This construction of the statute is clearly es- 

7° Of, Southern Pacifie Co. v. Bogert, 250 U. S. 483, 492 
(1919), where the court said: “It is the fact of control of 
the common property held and exercised, not the particular 
means by which or the manner in which the control is exer- 
cised, that creates the fiduciary obligation.” 

7 See Aldred Investment Co. v. SEC, 151 F. 2d 254, 261 
(C. A. 1, 1945), certiorari denied, 326 U. S. 795 (1946), where 
the court said: “Section 36 invokes the equity power of the 


Federal Court and that calls into play its inherent powers 
where necessary to do justice and grant full relief.” 
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sential, if Sections 15 and 36 are to fulfill the pur- 
poses that the Congress intended, while the alterna- 
tive of complete immunity for which appellees argue 
provides a ready means for evading the statutory 
policy.” 

We reach the same conclusion under equitable prin- 
ciples and under the statute if the problem is ap- 
proached from the point of view of ISI’s own par- 
ticular relationship to the Trust Fund and its public 
investors. It is familiar doctrine that one who, not 
otherwise under any fiduciary obligation, participates 
in the commission of a breach of trust, is liable for 
the consequences of the breach. See Jackson v. 
Smuth, 254 U. 8. 586 (1921). Liability is also im- 
posed upon a fiduciary who condones activities, detri- 
mental to the trust, committed by those employed to 
assist the fiduciary in managing the trust estate. See 
Mosser v. Darrow, 341 U. 8. 267 (1951), where in 
holding the trustee liable for the profits realized by 
his subordinates as a result of their trading in the 
capital stock of the corporation’s subsidiaries, the 
court said (341 U. S. at 272): ‘‘We think that which 
the trustee had no right to do he had no right to 
_ authorize, and that the transactions were as forbidden 
for benefit of others as they would have been on 
behalf of the trustee himself.’’ In a word, to courts 
or equity the trust obligation is not only personal but 

*® Of. Section 48 (a), subtitled “Liability of Controlling Per- 
sons: * * *”, which makes it unlawful “for any person, directly 
or indirectly, to cause to be done any act or thing through or 


by means of any other person which it would be unlawful for 
} such person to do” under the Act. 
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also vicarious, and the same basic principles apply 
here. 

ISI has no proprietary interest in its investment 
advisory and principal underwriting relationships to 
the Trust Fund. Its services are essentially of a fidu- 
ciary character, and, as trustee, ISI may continue to 
render these services, under the voting procedures set 
forth in Section 15, only for the purpose of discharg- 
ing its obligations to the Trust Fund, and for no 
other. The sale of its fiduciary position is not one of 
the prerogatives attached to its office. In fact, the 
practice is contrary to the policy and provisions of — 
Section 15, and equitable principles forbid it. Since 
ISI, in its corporate capacity, may not engage in 
such transaction, its directors and officers cannot 
sell ISI’s fiduciary office for their own benefit as 
majority stockholders. From the point of view of 
the Trust Fund and its investors, the dangers in- © 
herent in the trading of ISI’s fiduciary relationships — 
are precisely the same, whether such trading is en- 
dorsed or undertaken by every member of the cor- 
porate body or by the controlling and managing 
organs of the corporation. 

If, as a practical matter, ISI could not prevent 
the transaction or seek an accounting for the benefit 
of the Trust Fund, neither could it withhold its official 
consent, had such consent been sought by the director- 
defendants and the other participants in the sale. It 
should be recalled that prior to the first transaction 
in the ISI stock in February 1956, ISI had nine — 
stockholders (R. 7-8), and that eight of these par- 
ticipated in the sales (R. 9, 56-59). The nonpartici- — 
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pating stockholder is the owner of only 6/10 of one 
percent of the outstanding ISI stock (R. 8,9). If we 
look at the composition of ISI stockholders involved in 
all of the transactions between February and July of 
1956, and up to the filing of the lawsuit, it is evident 
that, except for the same nonparticipant, all of them 
at one point or another were either sellers or direct 
purchasers from these sellers (R. 8-9, 56-59). To 
require formal corporate participation or consent as a 
condition precedent for imposing upon ISI the sanc- 
tions and liabilities under Section 36, when those in 
control and others have determined to engage in 
the stock transactions, is to rest on form and to 
abandon substance. Statutory policy and fiduciary 
standards cannot be thus administered and enforced. 

The construction of Section 36, as urged herein, is 
required by the cognate provisions of Section 15 with 
respect to the consequences of an assignment. Sec- 
tion 15 (a) (4) requires that the investment advisory 
contract provide for its automatic termination in the 
event of ‘‘its assignment by the investment adviser.’’ 
Section 15 (b) (2) prescribes similarly with respect 
to the contract of the principal underwriter for an 
open-end company in the event of “its assignment by 
such underwriter.’’ Under the definition in Section 
2 (a) (4), every assignment is included, “direct or 
indirect.” As we have previously explained (pp. 43- 
44, supra), the Congress specifically envisioned that in- 
vestment advisory and principal underwriting services 
might be performed by persons not only as individuals 
but also through a corporation. Having in mind that 


the character and quality of these fiduciary services 
432971—_87——_8 
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may also be seriously affected by a sale of stock con- 
trol, the Congress provided that an assignment by the 
corporate investment adviser or principal underwriter 
occurs also upon a transfer of “a controlling block of 
the assignor’s outstanding voting securities by a 
security holder of the assignor.” When thus read 
together, Sections 2 (a) (4) and 15 clearly treat 
the sale of a controlling stock interest in ISI as 
an indirect assignment of the contracts by ISI, even 
though formally these contracts were between ISI and 
the Trust Fund and the stock transactions were be- 
tween ISI stockholders and third parties. When, in 
addition, the assignment involves a breach of trust, 
the imputation of the assignment to ISI is no less es- 
sential or mandatory. 

A similar approach is expressed in Section 9 (a) 
(3) which makes it unlawful for a company to act as 
investment adviser or principal underwriter for a 
registered investment company, as therein specified, if 
an ‘‘affiliated person’’ of such company “‘is ineligible”’ 
to serve the investment company in any of the posi- 
tions specified in Sections 9 (a) (1) and (2). This 
means, for example, that when a director, officer or a 
5% stockholder engaged in any securities transaction 
which resulted in his criminal conviction within the 
past ten years or subjected him to a permanent or 
temporary injunction in connection therewith, the 
corporation is automatically disqualified as an invest- 
ment adviser or principal underwriter for any invest- 
ment company. 

Section 9 (a) (8) thus represents a Congressional 
determination that the corporate fiduciary is not 
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permitted to remain in its position of trust if it 
retains within its organization an affiliated per- 
son involved in any wrongful securities transac- 
tions, the underlying assumption being that the re- 
tention of such person represents a danger to the 
investment company and its public security holders.. 
‘Likewise, Section 36, within its specific context, can- 
‘not be construed in a manner that would provide im- 
‘munity for the corporate investment adviser or prin- 
‘cipal underwriter when the persons in control have 
‘engaged in transactions which under Section 36 and 
applicable equitable principles constitute gross mis- 
‘conduct or gross abuse of trust in respect of the in- 
‘vestment company. 

The enforcement of fiduciary standards as urged 
\herein is a particular application of a principle 
which courts have applied in the wider area of corpo- 
trate law.” It is aptly illustrated in the leading case 
of State ex rel. Attorney General v. Standard Oil Co., 
49 Ohio St. 137, 30 N. E. 279 (1890). In that case 
holders of all but seven of the defendant corporation’s 
‘outstanding shares transferred their shares to 
trustees who, pursuant to an agreement with these 
stockholders and others engaged in the same business 
s the defendant, combined to form a monopoly and to 
engage in restraint of trade. The court held that the 
sombination was illegal and that, since as a conse- 
juence of the agreement the trustees dominated the 
ffairs of the corporation, liability must be imposed 
AYpon the corporation. The court rejected the con- 
ention that the corporation had never authorized the 


™See generally 1 Fletcher, Corporations § 42 (Perm. Ed. 
981). 
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arrangement and was not a party to it. It pointed 

out that the corporate fiction was a device of conven- 
ience which the courts will recognize only so long as_ 

the powers and privileges under corporate franchise | 

are not abused and employed for unlawful purposes 

by the corporation or those in control. The court said 

(49 Ohio St. at 184, 30 N. E. at 289-290) : 


It therefore follows * * * that where all, or a : 
majority, of the stockholders comprising a cor- 
poration do an act which is designed to affect 
the property and business of the company, and 
which, through the control their numbers give 
them over the selection and conduct of the cor- 
porate agencies, does affect the property and 
business of the company, in the same manner as 
if it had been a formal resolution of its boar 

of directors, and the act so done is ultra vires 
of the corporation and against public pol- 
icy * * * the act should be regarded as the act 
of the corporation; * * * * 


Moreover, we do not agree that the director- 
defendants of ISI were not also directors and officers 
of the Trust Fund when they sold their stock and 
when this suit was brought. Section 36 applies to a 
person who “serves or acts * * * as officer, director” 
of an investment company. Section 2 (a) (12) de 


*° The same principle was applied in a similar case where all 
the stockholders joined in the illegal agreement. People V. 
North River Sugar Refining Co., 121 N. Y. 582, 24 N. E. 834 
(1890). The court rejected the argument based on the sepa 
rate corporate entity, saying that to accept it would mean that 
“while all that was human and could act had sinned, yet the 
impalpable entity had not acted at all, and must go free.” “ 
Majestic Co. v. Orpheum Cireuit, Inc., 21 F. 2d 720, 724 (C. 

8; 1927). 
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fines the term ‘‘director’’ as including not only a 
director of a corporation but also “‘any person per- 
forming similar functions with respect to any organi- 
gation, whether incorporated or unincorporated * * *”’ 
In the instant case the Trust Fund had no separate 
management of its own, and all policy and manage- 
ment functions were performed by the director- 
defendants and their associates on the board of ISI. 
The prospectus of the Trust Fund specifically recog- 
nizes that. It states: ‘‘The Board of Directors of 
Insurance Securities, Incorporated is composed of 
eleven members. As the Trust Fund has no officers 
or Board of Directors, the officers and directors of 
Insurance Securities Incorporated render their serv- 
ices to the Trust Fund”’ (R. 111)." 

We recognize that enforcement of Section 36, as 
urged here, would affect a minority interest in IST 
not in complicity with the director-defendants. But 
it should be vecalled that the stockholders of ISI, 
like ISI itself, have no vested or indefeasible interest 
in ISI’s contracts with the Trust Fund. The right 
jand privilege of designating the investment adviser 
‘and principal underwriter belong to the Trust Fund 

8) See Ripperger v. Allyn, 25 F. Supp. 554 (S. D. N. Y. 1938), 
where the court denied a motion to dismiss a bill in equity seek- 
img an accounting from certain securities dealers for the profits 
derived from diverting to themselves an opportunity allegedly 
belonging to a corporation. The court said: “The security 
dealers were not directors of the corporation. But the charge 
iS made that the directors always did their bidding and acted 
for their individual interests. If this is true, the security 
dealers were in fact the managers of the corporate affairs 


lh stood in a fiduciary relationship to the corporation equiva- 
len: to that of directors and officers.” 


| 
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nnd its investors, not to the stockholders of ISL 
Under Section 15 (a) (3) ISI’s investment advisory 
contract must provide for its termination on 60 days’ 
notice without penalty. ISI’s investment advisory 
and principal underwriting contracts with the Trust 
Fund must be renewed by investors of the Trust Fund 
or the Trust Fund’s own board of directors under 
Section 15, as the case may be, and come to an end 
if not so renewed. The sale of stock control of IST 
terminates these contracts, and a minority stockholder 
eannot complain if, as a consequence, new contracts 
should be made with someone other than ISI. When 
the sale of control of ISI is effected under circum- 
stances involving also a breach of trust, as in this 
case, a minority stockholder of ISI cannot object in 
this action, if as a result of such termination and a 
court decree under Section 36, ISI is precluded from 
competing with other servicing agencies for new con- 
tracts with the Trust Fund. Accordingly, his minor 
ity interest in ISI and his expectations, subject as 
they are to these statutory contingencies, do not jus- 
tify withholding the relief prescribed by Section 36. 

Moreover, the remedies which may be applied un- 
der Section 36 are not fixed or rigid. Under Section 
36, the court, as a court of equity, has the power to 
grant such equitable relief as in the light of all the 
facts appears appropriate and consistent with the 
statutory purpose.” There is no reason for assuming 

It was expressly so held in Aldred Investment Co. v. SEC 
151 F. 2d 254, 260-261 (C. A. 1, 1945), certiorari denied, 32 


U. S. 795 (1946). See also Bailey v. Proctor, 166 F. 2d 39% 
(C. A. 1, 1948). 
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that, after trial, the court will impose all permissible 
sanctions under Section 36 regardless of the interest 
of investors in the Trust Fund.’ Obviously, the court 
will consider all relevant circumstances. In the pres- 
ent posture of the case it is premature to determine the 
scope of relief that may be necessary and appropriate; 
and the Commission’s request for relief in its amended 
complaint (R. 14-15, 47-48) is in accord with the pro- 
visions of Section 36 and the equitable powers of the 
court thereunder. 
IV. The amended complaint states a cause of action under 
Rule X-14A-9 of the Commission’s Proxy Rules 
Section 20 (a) of the Act in substance makes it un- 
lawful to solicit proxies in respect of a security of 
a registered investment company “in contravention of 
such rules and regulations as the Commission may 
prescribe as necessary or appropriate * * * for the 
protection of investors.’’? Rule N-20A-1, promulgated 
under the Act, makes applicable the Proxy Rules 
adopted by the Commission under Section 14 (a) of 
the Securities Exchange Act of 1934. The relevant 
provision here is Rule X—14A-9 which states: 


No solicitation subject to this regulation shall 
be made by means of any proxy statement, form 
of proxy, notice of meeting, or other communi- 


* Cf. Section 9 (b) which provides that, where a person is 
barred from acting as director, officer, investment adviser or 
principal underwriter because of an injunction or other reasons 
there specified, the Commission, on application, may grant ap- 
propriate relief, if it appears that as to such person the bar is 
“unduly or disproportionately severe” and that the granting of 
such application is “not against the public interest or protection 
of investors.” 
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eation, written or oral, containing any statement 
which, at the time and in the lhght of the cir- 
cumstances under which it is made, is false or 
misleading with respect to any material fact, or 
which omits to state any material fact necessary 
in order to make the statements therein not 
false or misleading or necessary to correct any 
statement in any earlier communication with re- 
spect to the solicitation of a proxy for the same 
meeting or subject matter which has become 
false or misleading. 
This Rule prohibits the solicitation of proxies by 
means of proxy material which is false or misleading 
or which omits to state any material facts necessary to 
make any statement in the proxy material not false 
or misleading. It also provides that such omission is 
in contravention of the Rule, if the omitted material is 
necessary to ‘‘correct any statement in any earlier 
communication with respect to the solicitation of a 
proxy for the same meeting or subject matter which 
has become false or misleading.’’ As a second cause of 
action the Commission’s complaint alleges a violation 
of this Rule (R. 11-14). 

In substance, the Commission’s amended complaint 
alleges that the proxy material prepared and used by 
ISI in the solicitation of proxies for investor ap- 
proval of new investment advisory and principal 
underwriting contracts, was false and misleading in 
that it failed to disclose material facts, including the 
price received by the director-defendants for their 
ISI stock, the net asset value of the ISI stock, and 
the pecuniary benefits the director-defendants had 
realized as a consequence of the sale of stock control 
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(R. 13, 47). Also, the ISI proxy letter sent to in- 
vestors in the Trust Fund stated that the change in 
control of ISI may have “the technical effect’’ of 
terminating ISI’s investment advisory and principal 
underwriting contracts with the Trust Fund (R. 21). 
Since such change in control has also resulted in sub- 
jecting ISI and the director-defendants to the sanc- 
tions of Section 36, it was false and misleading to 
characterize such effect as merely “technical’’ (R. 
12-13). 

The court below did not reach this question, since 
the alleged proxy violation was expressly dependent 
upon the cause of action under Section 36 (R. 11), 
and the court held that no such cause of action was 
alleged as a matter of Jaw. The court said: “While 
the complaint sets forth two causes of action, it is 
clear, and indeed it is admitted, that the second cause 
of action stands or falls upon the validity of the first. 
Consequently, it is unnecessary to discuss the second 
eause of action’? (R. 150). We assume that this 
Court will determine the legal sufficiency of the cause 
of action alleged under Rule X—14A-9, if, as we con- 
tend, a cause of action under Section 36 is properly 
alleged. Accordingly, we discuss the issues here. 

In support of their motion to dismiss the second 
cause of action, appellees made two arguments; (1) 
that the staff of the Commission had reviewed the 
proxy material and did not suggest that the alleged 
omissions be supplied; (2) that the proxy material 
met the requirements of the Rule. Both contentions, 
we submit, are without merit. 
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In its letter of comment on ISI’s preliminary proxy 


material, dated July 10, 1956, the staff of the Com-_ 


mission suggested certain changes (It. 103-104), which 
were complied with. But this letter also stated (R. 
104) : 
We understand that our Division of Corporate 
Regulation has raised certain questions regard- 
ing the assignment of the Investment Advisory 
and Underwriting Contracts. 
The defendants contended that this reference was only 
to the applicability of Section 36 and not to the ade- 
quacy of the proxy material, as though the two mat- 
ters were unrelated. It is clear, however, that such 
was not the intent of the letter. 

That letter merely indicated certain changes and 
revisions which could at that time be definitively sug- 
gested. Obviously, such disclosures as might be re- 
quired in light of the applicability of Section 36 could 
not then be made, since the problem raised under that 
Section had not been definitively resolved by the Com- 
mission and its staff (R. 138-140). The record also 
shows that the adequacy of the proxy material in the 
hight of Section 36 was still an open question, and 
that appellees so understood (R. 97-102). Im a tele- 
phone conversation with a member of the Commis- 
sion’s staff five days before the proxy material was 
mailed by ISI to investors, Mr. Haight, secretary and 
director of ISI and one of the appellees herein, was 
specifically requested to furnish certain information so 
that the Commission might resolve the problem under 
Section 36. In the course of that conversation Mr. 
Haight inquired whether the proxy solicitation mate- 
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rial could be mailed out, and he was advised (R. 100- 
101): 
* * * that the matter of mailing the proxy ma- 
terial should be considered in the light of the 
Section 36 problem we had raised and that if 
there was a mailing before we had studied the 
matter, they would have to assume the risk that 
the Commission may resolve the problem ad- 
versely to them. 
In his affidavit Mr. Haight states in response (R. 
76): ‘‘ Never, by letter or otherwise, did anyone in the 
Securities and Exchange Commission suggest or re- 
quest any further or different changes or revisions or 
intimate that any should be made.’’ This does not 
controvert or deny the advice given to him by the 
Commission’s staff. 

In any event it is evident that in order to resolve in 
its own mind the applicability of Section 36, the Com- 
mission needed certain information, including the 
critical fact of price paid for the ISI stock. This 
and other information did not reach the Commission 
until about eight days after the definitive proxy mate- 
rial had been mailed to investors in the Trust Fund 
(R. 101-102, 105-106, 122). 

The purpose of requiring the filing of preliminary 
proxy material under Rule X-14A-6 is to enable the 
Commission to aid the companies and their manage- 
ments, and to assure, as far as possible, full compli- 
ance with the intent and purpose of the Proxy Rules. 
Under the view urged by appellees this procedure 
would not be feasible, if the Commission were 
estopped from enforcing the Proxy Rules because it 
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failed to comment on the preliminary material 
through lack of information or otherwise. ‘The ab- 
sence of comment will be a certainty where, as in the 
instant ease, the relevant information is within the 
possession of the persons making the solicitation but 
not known to the staff or the Commission. 

Nhe substantive question here involved is whether 
the omitted information was material and whether 
failure to disclose it constitutes a violation of the 
Préxy Rules. The purpose of the, Proxyehle=s-s16 
require full disclosure of material information as 
well as the elimination of untrue and misleading 
statements, so that the security holder whose proxy 
is solicited may be better able to exercise his informed 
judgment in casting his vote. The court said in SHC 
v. Okin, 58 FE’. Supp. 20, 23 (8S. D. N. Y. 1944) : 

The Acts in question were clearly adopted by 
Congress to protect the interest of investors in 
securities, to require the giving to them of in- 
formation necessary to appraise the financial 
position of such securities, and to furnish them 
with information which would enable them to 
act intelligently in the giving of proxies and in 
other transactions in the companies in which they 
held securities.” 

In terms of these standards it is clear that the 
investors in the Trust Fund were not adequately 
apprised: of the facts so as to be able to exercise an 
informed judgment. Their proxies were solicited by 
ISI and its management, inter alta, for the purpose 
of securing their consent to new investment advisory 


“See also, Loss, Securities Regulation (1951), pp. 523¢f. 
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and principal underwriting contracts between ISL 
and the Trust Fund, as a consequence of the transfer 
of stock control of ISI. To that end it was not 
enough merely to advise the investors in general 
terms that there was such transfer. ISI and its 
management, as fiduciaries of the Trust Fund, should 
have also advised investors of the relevant details re- 
garding the stock transactions which led to the shift 
in control of ISI and the financial benefits which 
accrued therefrom to the director-defendants. When 
asked for their consent, investors are entitled to 
appraise whether the recommendations of the manage- 
inent are disinterested or moved by considerations of 
personal gain. Cf. Dunnett v. Arn, 71 F. 2d 912, 
919-920 (C. A. 10, 1934). Nor may it be represented 
to them that the transfer of control had the ‘‘techni- 
eal effect’? of terminating ISI’s contracts when, 
as we contend, a gross abuse of trust was also involved 
as a result of such transfer. 

Appellees also urged that a proxy statement cannot 
be misleading unless it is related to some affirmative 
statement or representation already contained in the 
proxy statement. This is without any merit. Failare 
to disclose material information is as much an abuse 
of the proxy machinery as an outright falsehood or 
an ambiguous statement deliberately contrived. The 
effect upon public investors is the same. In constiu- 
ing language under another statute almost identical 
in wording with that provided in Rule X-14A-9, the 
court said in Hughes v. SEC, 174 F. 2d 969, 976 
(C. A. D. C. 1949) : 
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These quoted words as they appear in the stat- 
ute can only mean that Congress forbid not 
only the telling of purposeful falsity but also 
the telling of half-truths and the failure to tell 
the ‘whole truth.’’ These statutory words were 
obviously designed to protect the investing 
public as a whole whether the individual in- 
vestors be suspicious or unsuspecting.” 

We recognize that appellees disagree with the Com- 
mission’s construction of Section 36 and related pro- 
visions of the Act, and the dilemma this posed for ISI 
and its management when soliciting proxies in ad- 
vance of a resolution of the relevant problems under 
Section 36. But that is a risk which they, not the 
public investors, must assume. At the very least ISI 
might have disclosed the relevant information, inelud- 
ing the questions raised under Section 36, with an ap- 
propriate opinion thereon by its own counsel. The 
assumption that in soliciting proxies ISI and its di- 
rectors can limit their disclosures solely in the light 
of their own conclusion as to the scope of Section 36, 
seems to us fallacious. 

We are advised that at the adjourned meeting of 
investors in the Trust Fund, held on September 14, 
1956, the proxies were exercised in favor of new in- 
vestment advisory and principal underwriting con- 
tracts between ISI and the Trust Fund (R. 141). 
But that does not preclude the granting of appropri- 
ate relief, if, as we contend, the proxies were unlaw- 
fully solicited. See May v. SEC, 134 F. Supp. 247 
(S. D. N. Y. 1955), affirmed on appeal 229 F. 2d 123 


SCf. Equitable Life Ins. Co. v. Halsey, Stuart & Co., 312 
U.S. 410, 425-426 (1941). 
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(C. A. 2, 1956). The Commission’s motion for a 
preliminary injunction was withdrawn upon the un- 
derstanding, as set forth in the Second Interlocutory 
Order, that it was without prejudice to the power 
of the court to grant appropriate relief, ‘‘including 
any action with respect to the Investment Advisory 
and Principal Underwriting Contracts, whether or 
not approved by Investors in the Trust Fund, if it is 
determined in a final decree that plaintiff is entitled 
to judgment’’ (R. 95). 


CONCLUSION AND RELIEF SOUGHT 


The order of the court below should be reversed and 
the case remanded to the court below. More particu- 
larly, we respectfully urge this Court to make the 
following determinations: 

First. The order of the court below dismissing the 
Commission’s amended complaint should be reversed 
and the amended complaint reinstated. 

Second. In the interest of expedition a determina- 
tion should be made, if this Court deems it appro- 
priate, that the amended complaint alleges a violation 
of Rule X—14A-9 of the Commission’s Proxy Rules. 

Third. The order of the court below dismissed the 
complaint and also dissolved the Second Interlocutory 
Order of August 30, 1956 (R. 151-152). The Com- 
mission appealed from both parts of the order (R. 152- 
153). The Second Interlocutory Order (R. 93-95), 


summarized pp. 14-15, supra, was entered on stipulation 


of the parties (R. 95). Pursuant thereto appellees un- 
dertook to refrain from taking certain sctions pend- 
ing a final determination of the case. We respectfully 
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suggest that on remand the Second Interloeutory 


Order be reinstated. 
Respectfully submitted. 
THomas G. MEEKER, 
General Counsel, 
Aaron Levy, 
Special Counsel, 
J ULE B. GREENE, 
Attorney, 
Securities and Exchange Commission, 
Washington 25, D.C. 
F. E. KENNAMER, JR., 
Attorney, 
Securities and Exchange Commission, Pacific 
Building, 821 Market Street, San Francisco 
3, Califorma. 
JULY 1957. 


APPENDIX A 


The following are pertinent provisions of the Invest- 
ment Company Act of 1940, 15 U.S. C. 80 (a)-1, e 
seq.: 

Sec. 1. (a) Upon the basis of facts disclosed by the 
record and reports of the Securities and Exchange 
Commission made pursuant to section 30 of the Public 
Utility Holding Company Act of 1935, and facts other- 
wise disclosed and ascertained, it is hereby found that 
investment companies are affected with a national pub- 
he interest in that, amount other things— 


(1) the securities issued by such companies, 
which constitute a substantial part of all securi- 
ties publicly offered, are distributed, purchased, 
paid for, exchanged, transferred, redeemed, and 
repurchased by use of the mails and means and 
instrumentalities of interstate commerce, and in 
the case of the numerous companies which issue 
redeemable securities this process of distribu- 
tion and redemption is continuous; 

% % * * * 


(b) Upon the basis of facts disclosed by the record 
and reports of the Securities and Exchange Commis- 
sion made pursuant to section 30 of the Public Utility 
Holding Company Act of 1935, and facts otherwise 
disclosed and ascertained, it is hereby declared that the 
national public interest and the interest of investors 
are adversely affected— 


* %* * * * 


(4) when the control of investment com- 
panies is unduly concentrated through pyramid- 
ing or inequitable methods of control, or is in- 
equitably distributed, or when investment 

(1a) 


432971—57 a) 
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companies are managed by irresponsible per- 
SONS ; 
* * us * * 

(6) when investment companies are reorgan- 
ized, become inactive, or change the character of 
their business, or when the control or manage- 
ment thereof is transferred, without the consent 
of their security holders; 

* * * * * 
It is hereby declared that the policy and purposes of 
this title, in accordance with which the provisions of 
this title shall be interpreted, are to mitigate and, so 
far as is feasible, to elimimate the conditions enum- 
erated in this section which adversely affect the 
national public interest and the interest of imvestors. 


GENERAL DEFINITIONS 


Sec. 2. (a) When used in this title, unless the con- 
text otherwise requires— 


* % % * * 


(2) “Affiliated company’? means a company which 
is an affiliated person. 

(3) ‘Affiliated person’’ of another person means 
(A) any person directly or indirectly owning, con- 
trolling, or holding with power to vote, 5 per centum 
or more of the outstanding voting securities of such 
other person; (B) any person 5 per centum or more of 
whose outstanding voting securities are directly or in- 
directly owned, controlled, or held with power to vote, 
by such other person; (C) any person directly or in- 
directly controlling, controlled by, or under common 
contro] with, such other person; (D) any officer, direc- 
tor, partner, copartner, or employee of such other per- 
son; (2) if such other person is an investment com- 
pany, any investment adviser thereof or any member 
of an advisory board thereof; and (F) if such other 
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person is an unincorporated investment company not 
having a board of directors, the depositor thereof. 
(4) “Assignment’’ includes any direct or indirect 
transfer or hypothecation of a contract or chose in 
action by the assignor, or of a controlling block of the 
assignor’s outstanding voting securities by a security 
holder of the assignor; but does not include an assign- 
ment of partnership interests incidental to the death 
or withdrawal of a minority of the members of the 
partnership having only a minority interest in the 
partnership business or to the admission to the part- 
nership of one or more members who, after such ad- 
mission, shall be only a minority of the members and 
shall have only a minority interest in the business. 


* % % * * 


(12) ‘‘Director’’ means any director of a corpora- 
tion of any person performing similar functions with 
respect to any organization, whether incorporated or 
unincorporated, including any natural person who is a 
member of a board of trustees of a management com- 
pany created as a common-law trust. 


* * * * ¥ 


(19) “Investment adviser’’ of an investment com- 
| pany means (A) any person (other than a bona fide 
officer, director, trustee, member of an advisory board, 
or employee of such company, as such) who pursuant 
to contract with such company regularly furnishes ad- 
| vice to such company with respect to the desirability 
| of investing in, purchasing or selling securities or 
other property, or 1s empowered to determine what 
securities or other property shall be purchased or sold 
by such company, and (B) any other person who pur- 
} Suant to contract with a person described in clause (A) 
regularly performs substantially all of the duties 
jundertaken by such person described in clause (A); 
but does not include (i) a person whose advice is 


4a 


furnished solely through uniform publeations dis- 
tributed to subseribers thereto, (11) a person who 
furnishes only statistical and other factual informa- 
tion, advice regarding economic factors and trends, © 
or advice as to occasional transactions in specific se- 
eurities, but without generally furnishing advice or 
making recommendations regarding the purchase or 
sale of securities, (i11) a company furnishing such 
services at cost to one or more investment companies, 
insurance companies, or other financial institutions, | 
(iv) any person the character and amount of whose _ 
compensation for such services must be approved by a 
eourt, or (v) such other persons as the Commission | 
may by rules and regulations or order determine not 
to be within the intent of this definition. 


* * * * * 


(27) “Person’’ means a natural person or a com- 
pany: 

(28) “Prineipal underwriter” of or for any invest- 
ment company other than a closed-end company, or of 
any security issued by such a company, means any 
underwriter who as principal purchases from such | 
company, or pursuant to contract has the right 
(whether absolute or conditional) from time to time 
to purchase from such company, any such security for 
distribution, or who as agent for such company sells” 
or has the right to sell any such security to a dealer 
or to the public or both, but does not include a dealer 
who purchases from such company through a prinei- 
pal underwriter acting as agent for such company. 


* * oe * * f 
I 


(31) “Redeemable security’? means any security, 
other than short-term paper, under the terms of which 
the holder, upon its presentation to the issuer or to @ 
person designated by the issuer, is entitled (whether! 
absolutely or only out of surphis) to receive approxi-| 


| 


- 
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mately his proportionate share of the issuer’s current 
net assets, or the cash equivalent thereof. 


* *% * # * 
CLASSIFICATION OF INVESTMENT COMPANIES 


Sec. 4. For the purposes of this title, investment 
companies are divided into three principal classes, de- 
fined as follows: 

(1) ‘‘Face-amount certificate company’? means an 
investment company which is engaged or proposes to 
engage in the business of issuing face-amount certifi- 
eates of the installment type, or which has been en- 
gaged in such business and has any such certificate 
outstanding. 

(2) “Unit investment trust’? means an investment 
company which (A) is organized under a trust in- 
denture, contract of custodianship or agency, or simi- 
lar, (B) does not have a board of directors, and (C) 
issues only redeemable securities, each of which repre- 
sents an undivided interest in a unit of specified se- 
eurities; but does not include a voting trust. 

(3) “Management company’’ means any investment 
company other than a face-amount certificate com- 
pany or a unit investment trust. 


SUBCLASSIFICATION OF MANAGEMENT COMPANIES 


SEC. 5. (a) For the purposes of this title, manage- 
ment companies are divided into open-end and closed- 
end companies, defined as follows: 

(1) ‘‘Open-end company’’ means a manage- 
ment company which is offering for sale or has 
outstanding any redeemable security of which 
it is the issuer. 

(2) ‘‘Close-end company’’ means any man- 
agement company other than an open-end com- 


pany. 


6a 


(b) Management companies are further divided 
into diversified companies and non-diversified com- 
panies, defined as follows: 

(1) ‘Diversified company’’ means a manage- 
ment company which meets the following re- 
quirements: At least 75 per centum of the value 
of its total assets is represented by cash and 
eash items (including receivables), Government 
securities, securities of other investment com- 
panies, and other securities for the purposes of 
this calculation limited in respect of any one 
issuer to an amount not greater in value than 5 
per centum of the value of the total assets of 
such management company and to not more 
than 10 per centum of the outstanding voting 
securities of such issuer. 


* * * * # 


INELIGIBILITY OF CERTAIN AFFILIATED PERSONS 
AND UNDERWRITERS 


Sec. 9. (a) It shall be unlawful for any of the fol- 
lowing persons to serve or act in the capacity of offi-_ 
cer, director, member of an advisory board, invest- 
ment adviser, or depositor of any registered invest- 
ment company, or principal underwriter for any reg- 
istered open-end company, registered unit investment 
trust, or registered face-amount certificate company: 


(1) any person who within ten years has 
been convicted of any felony or misdemeanor 
involving the purchase or sale of any security 
or arising out of such person’s conduct as an 
underwriter, broker, dealer, or investment ad- 
viser, or as an affiliated person, salesman, or 
employee of any investment company, bank, or 
surance company ; | 

(2) any person who, by reason of any mis- 
conduct, 1s perm anently or temporarily en- 
joined by order, judgment, or decree of any 
court of competent jurisdiction from acting as 
an underwriter, broker, dealer, or investment 
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adviser, or as an affiliated person, salesman, or 
employee of any investment company, bank, or 
insurance company, or from engaging in or con- 
tinuing any conduct or practice in connection 
with any such activity or in connection with the 
purchase or sale of any security; or 
(3) a company any affiliated person of which 
is ineligible, by reason of paragraph (1) or (2), 
to serve or act in the foregoing capacities. 
* * * * * 

(b) Any person who is ineligible, by reason of sub- 
section (a), to serve or act in the capacities enumer- 
ated in that subsection, may file with the Commission 
an application for an exemption from the provisions 
of that subsection. The Commission shall by order 
grant such application, either unconditionally or on 
an appropriate temporary or other conditional basis, 
if it is established that the prohibitions of subsec- 
tion (a), as applied to such person, are unduly or dis- 
proportionately severe or that the conduct of such 
person has been such as not to make it against the 
public interest or protection of investors to grant such 
application. 

AFFILIATIONS OF DIRECTORS 


Sec. 10. (a) After one year from the effective date 
of this title, no registered investment company shall 
have a board of directors more than 60 per centum of 
the members of which are persons who are investment 
advisers of, affiliated persons of an investment adviser 
of, or officers or employees of, such registered com- 
pany. 

(b) After one year from the effective date of this 
title, no registered investment company shall— 

(1) employ as regular broker any director, 
officer, or employee of such registered company, 
or any person of which any such director, offi- 
cer, or employee is an affiliated person, unless a 
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majority of the board of directors of such reg- 
istered company shall be persons who are not 
such brokers or affiliated persons of any of 
such brokers; 

(2) use as a principal underwriter of securi- 
ties issued by it any director, officer, or em- 
ployee of such registered company or any per- 
son of which any such director, officer, or em- 
ployee is an affiliated person, unless a majority 
of the board of directors of such registered 
company shall be persons who are not such 
principal underwriters or affiliated persons of 
any of such principal underwriters; or 

(3) have as director, officer, or employee any 
investment banker, or any affiliated person of 
an investment banker, unless a majority of the 
board of directors of such registered company 
shall be persons who are not investment bank- 
ers or affiliated persons of any investment 
banker. For the purposes of this paragraph, 
a person shall not be deemed an affiliated per- 
son of an investment banker solely by reason 
of the fact that he is an affiliated person of a 
company of the character described in section 
12 (d) (3) CA) and (aE 

* * * * * 

(h) In the case of a registered management com- 
pany which is an unincorporated company not having 
a board of directors, the provisions of this section 
shall apply as follows: 


* % * * % 


(2) the provisions of subsections (b) and 
(c), as modified by subsection (e), shall apply 
to the board of directors of the depositor and 
of every investment adviser of such company; 


# # * * * 
INVESTMENT ADVISORY AND UNDERWRITING CONTRACTS 


Sec. 15. (a) After one year from the effective date 
of this title it shall be unlawful for any person to 
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serve or act as investment adviser of a registered in- 
vestment company, except pursuant to a written con- 
tract, which contract, whether with such registered 
company or with an investment adviser of such reg- 
istered company, unless in effect prior to March 15, 
1940, has been approved by the vote of a majority of 
the outstanding voting securities of such registered 
company and— 


(1) precisely describes all compensation to 
be paid thereunder ; 

(2) shall continue in effect for a period more 
than two years from the date of its execution, 
only so long as such continuance is specifically 
approved at least annually by the board of di- 
rectors or by vote of a majority of the out- 
standing voting securities of such company ; 

(3) provides, in substance, that it may be 
terminated at any time, without the payment of 
any penalty, by the board of directors of such 
registered company or by vote of a majority of 
the outstanding voting securities of such com- 
pany on not more than sixty days’ written no- 
tice to the investment adviser ; and 

(4) provides, in substance, for its automatic 
termination in the event of its assignment by 
the investment adviser. 

(b) After one year from the effective date of this 
title, it shall be unlawful for any principal under- 
writer for a registered open-end company to offer for 
Sale, sell, or deliver after sale any security of which 
Such company is the issuer, except pursuant to a writ- 
ten contract with such company, which contract, un- 
less in effect prior to March 15, 1940— 

(1) shall continue in effect for a period more 
than two years from the date of its execution, 
only so long as such continuance is specifically 
approved at least annually by the board of di- 
rectors or by vote of a majority of the outstand- 
ing voting securities of such company; and 
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(2) provides, in substance, for its automatic 
termination in the event of its assignment by 
such underwriter. | 


(c) In addition to the requirements of subsections 
(a) and (b) it shall be unlawful for any registered 
investment company having a board of directors to 
enter into, renew, or perform any contract or agree- 
ment, written or oral, except a written agreement 
which was in effect prior to March 15, 1940, whereby 
a person undertakes regularly to serve or act as in- 
vestment adviser of or principal underwriter for such 
company, unless the terms of such contract or agree-— 
ment and any renewal thereof have been approved (1) 
by a majority of the directors who are not parties 
to such contract or agreement or affiliated persons of 
any such party, or (2) by the vote of a majority of the 
outstanding voting securities of such company. 

(d) It shall be unlawful for any person— 


(1) to serve or act as investment adviser of a 
registered investment company, pursuant to a 
written contract which was in effect prior to 
March 15, 1940, after March 15, 1945, or the 
date of termination provided for in such con- 
tract, whichever is the prior date, or after as- 
signment thereof subsequent to March 15, 1940, 
by the person acting as investment adviser 
thereunder ; or 

(2) as principal underwriter for a registered 
open-end investment company to offer for sale, 
sell, or deliver after sale any security of which 
such company is the issuer, pursuant to a writ- 
ten contract which was in effect prior to March 
15, 1940, after March 15, 1945, or the date of 
termination provided for in such contract, 
whichever is the prior date, or after assignment 
thereof subsequent to March 15, 1940, by the 
green acting as principal underwriter there- 
under: 


lla 


Provided, however, That the limitation to March 15, 
1945, shall not apply in either case if prior to that 
date such contract is renewed in such form that it 
complies with the requirements of subsection (a) or 
(b) of this section, as the case may be, and is approved 
in the manner required by this section in respect of a 
contract of the same character made after March 15, 
1940. 


* x * * * 


TRANSACTIONS OF CERTAIN AFFILIATED PERSONS AND 
UNDERWRITERS 


Sec. 17. (a) It shall be unlawful for any affiliated 
person or promoter of or principal underwriter for a 
registered investment company (other than a company 
of the character described in section 12 (d) (8) (A) 
and (B)), or any affiliated person of such a person, 
promoter, or principal underwriter, acting as princi- 
pal— 


(1) knowingly to sell any security or other 
property to such registered company or to any 
company controlled by such registered com- 
pany, unless such sale involves solely (A) secu- 
rities of which the buyer is the issuer, (B) 
securities of which the seller is the issuer and 
which are part of a general offering to the 
holders of a class of its securities, or (C) secu- 
rities deposited with the trustee of a unit in- 
vestment trust or periodic payment plan by the 
depositor thereof ; 

(2) knowingly to purchase from such regis- 
tered company, or from any company controlled 
by such registered company, any security or 
other property (except securities of which the 
seller is the issuer) ; or 

(3) to borrow money or other property from 
such registered company or from any company 
controlled by such registered company (unless 
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the borrower is controlled by the lender) except 
as permitted in section 21 (b). 


(b) Notwithstanding subsection (a), any person 
may file with the Commission an appheation for an 
order exempting a proposed transaction of the appli- 
cant from one or more provisions of that subsection. 
The Commission shall grant such application and issue 
such order of exemption if evidence establishes that— 


(1) the terms of the proposed transaction, 
including the consideration to be paid or re- 
ceived, are reasonable and fair and do not in- 
volve overreaching on the part of any person 
concerned ; 

(2) the proposed transaction is consistent 
with the polhey of eaeh registered investment 
company concerned, as recited in its registra- 
tion statement and reports filed under this title; 
and 

(3) the proposed transaction is consistent 
with the general purposes of this title. 


* ay ¥ * % 


PROXIES; VOTING TRUSTS; CIRCULAR OWNERSHIP 


Sec. 20. (a) It shall be unlawful for any person, by 
use of the mails or any means or instrumentality of 
interstate comieree or otherwise, to solicit or to per- 
mit the use of his name to solicit any proxy or consent 
or authorization in respect of any security of which a 
registered investment company is the issuer in contra- 
vention of such rules and regulations as the Commis- 
sion may prescribe as necessary or appropriate in the 
publie interest or for the protection of investors. 


* ‘ * * % 
PLANS OF REORGANIZATION 


Src. 25. (a) Any person who, by use of the mails or 
any means or instrumentality of interstate commerce 
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or otherwise, solicits or permits the use of his name 
to solicit any proxy, consent, authorization, power of 
attorney, ratification, deposit, or dissent in respect 
of any plan of reorganization of any registered invest- 
ment company shall file with, or mail to, the Com- 
mission for its information within twenty-four hours 
after the commencement of any such solicitation, a 
copy of such plan and any deposit agreement relating 
thereto and of any proxy, consent, authorization, 
power of attorney, ratification, instrument of deposit, 
or instrument of dissent in respect thereto, if or to the 
extent that such documents shall not already have 
been filed with the Commission. 

(b) The Commission is authorized, if so requested, 
prior to any solicitation of security holders with re- 
spect to any plan of reorganization, by any registered 
investment company which is, or any of the securities 
of which are, the subject of or is a participant in 
any such plan, or if so requested by the holders of 
25 per centum of any class of its outstanding securi- 
ties, to render an advisory report in respect of the 
fairness of any such plan and its effect upon any class 
or classes of security holders. In such event any reg- 
istered investment company, in respect of which the 
Commission shall have rendered any such advisory 
report, shall mail promptly a copy of such advisory 
report to all its security holders affected by any such 
plan: Provided, That such advisory report shall have 
heen received by it at least forty-eight hours (not in- 
cluding Sundays and holidays) before final action is 
taken in relation to such plan at any meeting of se- 
curity holders called to act in relation thereto, or any 
adjournment of any such meeting, or if no meeting be 
ealled, then prior to the final date of acceptance of 
such plan by security holders. In respect of securities 
not registered as to ownership, in lieu of mailing a 
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copy of such advisory report, such registered company 
shall publish promptly a statement of the existence of 
such advisory report in a newspaper of general circu- 
lation in its principal place of business and shall make 
available copies of such advisory report upon request. 
Notwithstanding the provision of this section the 
Commission shall not render such advisory report al- 
though so requested by any such investment company 
or such security holders if the fairness or feasibility 
of said plan is in issue in any proceeding pending in 
any court of competent jurisdiction unless such plan 
is submitted to the Commission for that purpose by 
such court. 

(c) Any district court of the United States in the 
State of incorporation of a registered investment 
company or any such court for the district in which 
such company maintains its principal place of busi- 
ness is authorized to enjoin the consummation of any 
plan of reorganization of such registered investment 
company upon proceedings instituted by the Commis- 
sion (which is authorized so to proceed upon behalf of 
security holders of such registered company, or any 
class thereof), if such court shall determine any such 
plan to be grossly unfair or to constitute gross mis- 
conduct or gross abuse of trust on the part of the 
officers, directors, or investment advisers of such reg- 
istered company or other sponsors of such plan. 


* # 2 * ” 
INJUNCTIONS AGAINST GROSS ABUSE 


Sec. 36. The Commission is authorized to bring an 
action in the proper district court of the United 
States or United States court of any Territory or 
other place subject to the jurisdiction of the United 
States, alleging that a person serving or acting in one 
or more of the following capacities has been guilty, 
after the enactment of this title and within five years 
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of the commencement of the action, of gross miscon- 
duct or gross abuse of trust in respect of any regis- 
tered investment company for which such person so 
serves or acts: 
(1) as officer, director, member of an advi- 
sory board, investment adviser, or depositor; or 
(2) as principal underwriter, if such regis- 
tered company is an open-end company, unit 
investment trust, or face-amount certificate 
company. 
If the Commission’s allegations of such gross mis- 
eonduct or gross abuse of trust are established, the 
court shall enjoin such person from acting in such 
eapacity or capacities either permanently or for such 
period of time as it in its discretion shall deem ap- 
propriate. 
LARCENY AND EMBEZZLEMENT 


SEC. 37. Whoever steals, unlawfully abstracts, un- 
lawfully and willfully converts to his own use or to 
the use of another, or embezzles any of the moneys, 
funds, securities, credits, property, or assets of any 
registered investment company shall be deemed guilty 
‘of a crime, and upon conviction thereof shall be sub- 
ject to the penalties provided in section 49. A judg- 
ment of conviction or acquittal on the merits under 
the laws of any State shall be a bar to any prosecution 

nder this section for the same act or acts. 


* * * * * 


LIABILITY OF CONTROLLING PERSONS; PREVENTING 
COMPLIANCE WITH TITLE 


Sec. 48. (a) It shall be unlawful for any person, 
directly or indirectly, to cause to be done any act or 
ching through or by means of any other person which 
4 would be unlawful for such person to do under the 
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provisions of this title or any rule, regulation, or order 


thereunder. 


% * * ¥ * 


RULES AND REGULATIONS 


Rule N-20A-1 promulgated pursuant to Section 
20 (a) of the Investment Company Act of 1940 pro-_ 
vides in pertinent part: 


(a) Subject to paragraph (b), no person 
shall solicit or permit the use of his name to 
solicit any proxy, consent or authorization in 
respect of any security of which a registered 
investment company is the issuer except upon” 
compliance with the provisions of all rules ane 
regulations adopted pursuant to the provisions 
of Section 14 (a) of the Securities Nxchange 
Act of 1934 that would be applicable to such 
solicitation if such solicitation were in respect 
of a security registered on a national securt 


ties exchange. 


Regulation X-14 promulgated by the Commission 
pursuant to Section 14 (a) of the Securities Ex 
change Act of 1934 provides in pertinent part a: 


follows: 
RULE X—14A—-9. FALSE OR MISLEADING STATEMENTS 


No solicitation subject to this regulation shall 
be made by means of any proxy statement. 
form of proxy, notice of meeting, or other co 
munication, written or oral, containing any 
statement which, at the time and in the hight 
of the circumstances under which it is made, 
is false or misleading with respect to any mate 
rial fact, or which omits to state any nate 


herein not Falke or misleading or necessary. to 


correct any statement in any earlier comm 


has become false or misleading. 
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